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FOREWORD 


After due allowance for man’s tendency to bemoan his present plight and to 
idealize the past, one may nevertheless venture that the early years of the present 
century saw the barriers to the free flow of goods, funds and persons across national 
boundaries reduced to an historical minimum. The temptation is strong to moralize 
for a return to the ways of our forefathers. For better or for worse, probably the 
latter, complete abandonment of trade barriers in favor of a Manchester liberalism 
seems not in prospect. This symposium therefore is concerned with the appraisal 
of the barriers erected by the expedients and nationalisms of our time, of the further 
restrictions which can be anticipated, abroad at least, from impoverished and social- 
ized economies, and of the techniques for meeting these actual and prospective re- 
strictions. The classic controversy between free traders and protectionists is avoided. 

International Trade Barriers is a topic susceptible of a number of approaches, in- 
cluding the one which, while integrating with the economic and political factors, 
emphasizes the legal aspects, for barriers are erected on a legal framework of private, 
constitutional and international law. That nearly all the contributors to this sym- 
posium are lawyers is no accident, for it is the lawyer who comes directly to grips 
with the barriers that affect his internationally active client. 

Barriers, however deplorable in particular instances, are rooted in some mental 
process and outlook more or less rational. Accordingly, this symposium opens with 
an article entitled “Analysis of National and International Aims and Interests in 
Trade” by Messrs. Riddick and Romita of the U. S. Chamber of Commerce. Amer- 
ican as well as foreign objectives are discussed. 

Commercial treaties have a formidable history of endeavor to eliminate some of 
the international discriminations. The nature, extent and efficacy of these treaties, 
as well as present-day needs, trends and prospects for meeting new-style barriers, are 
analyzed by Austin T. Foster, New York attorney and Chairman of the National 
Foreign Trade Council’s Treaty Subcommittee, under the title “Some Aspects of 
the Commercial Treaty Program of the United States—Past and Present.” 

From certain Proposals published by the Department of State, as well as from 
movements within the United Nations, there are prospects that cooperation between 
nations may result in an international trade organization. Among the problems that 
such an organization must face is the type of restrictions imposed in recent times on 
major segments of the economy by private groups through the cartel system. Messrs. 
Lockwood and Schmeisser, New York attorneys, in “Restrictive Business Practices in 
International Trade” survey the cartel problem in the light of those Proposals and 
against the background of our own antitrust law and policy. Additional angles to 
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the cartel problem and to its significance for international trade are furnished by 
Mr. Wendell Berge, head of the Antitrust Division of the Department of Justice, 
in his article on “Cartels as Barriers to International Trade.” 

The next group of articles is concerned with specific legal provisions whereby 
discriminations against foreigners are effectuated or mitigated. Mr. Kurt Nadel- 
mann, European attorney, in his “Legal Treatment of Foreign and Domestic 
Creditors” points out how foreign creditors fare in various nations in races of dili- 
gence and administration of debtors’ estates. A brief survey of restrictions abroad on 
aliens, personnel and voting rights is presented by Mr. Phanor J. Eder, New York 
attorney, under the title “Some Restrictions Abroad Affecting Corporations.” Ex- 
panding this same general area in an article on “Limitations Abroad on Enterprise 
and Property Acquisition,” Messrs. Bonsal and Borges, New York City attorneys, 
present a discussion which includes such practical questions about restrictions abroad 
as factors to consider in choice of country, choice of methods of operation and organ- 
ization and consequences of local registration. 

The main thread running through this symposium is the impact of restrictions 
abroad upon the internationally active entrepreneur and investor. A practical and 
enlightened attitude toward those restrictions is offered by Messrs. Coudert and 
Lans, New York attorneys, in their treatment of “Direct Foreign Investment in 
Undeveloped Countries: Some Practical Problems.” 

Taxation affords exercises in discriminations, multiple burdens and, at times, in- 
ducements. Emphasis on the latter is indicated by Mr. Mitchell B. Carroll’s article 
on “Tax Inducements to Foreign Trade,” in which various types of relief from 
multiple taxation, both by unilateral action under our own income tax laws and by 
cooperation between governments, are explored. The reverse side of the picture is 
presented by Mr. Marcel Singer, whose “Some American Discriminations Against 
Foreign Enterprises” is mainly directed to federal tax law; pertinent constitutional 
law doctrines are considered. 

The rise and significance of the twentieth-century techniques of import and ex- 
port controls, aside from historical tariffs, are dealt with by Mr. Kenneth S. Carlston, 
New York attorney, under the title “Import and Export Controls.” 

Drawing upon his long experience in the importing and exporting business in 
general, and upon his arbitration experience in particular, Mr. Morris S. Rosenthal, 
Vice-President of Stein, Hall & Co., New York City, examines the potentialities that 
arbitration offers to the machinery for handling foreign trade disputes. His “Arbi- 
tration in the Settlement of International Trade Disputes” is a comprehensive survey 
of the tribunals available, the types of clauses used, the powers of arbitrators, and 
enforcement of awards and related matters. 

The symposium concludes with the contribution by Professor Borchard, of the 
Yale Law School, entitled “Protection of Foreign Investment,” in which are analyzed 
certain attitudes of international morality, the interrelation of trade with law and 
stability, and the significance of the new nationalisms and some of their supporting 
legal doctrines. E. R. Larry. 

















ANALYSIS OF NATIONAL AND INTERNATIONAL 
AIMS AND INTERESTS IN TRADE 


Fioyp M. Rippick* anp JosEpH W. Romitat 


This introductory article on the “Analysis of National and International Aims and 
Interests in Trade” does not attempt an exhaustive study of any phase. of foreign 
trade. It briefly discusses various aspects of trade relationships between countries, 
with particular reference to the trade interests and policies of the United States. It 
also summarizes trade characteristics influential in the determination of our National 
and International trade aims. For detailed analyses of special international trade 
problems, the reader is referred to the other articles in this symposium. 


ForeicN AND Domestic TRADE RELATIONSHIPS 


Modern transportation and communication have forced a revolution in distribu- 
tion, creating an international market for more and more local products. Paralleling 
this increase in the number of items and volume of foreign trade, the world has also 
been afflicted with a growth in new and more cumbersome trade barriers. 


To make more domestic products “go international,” the amount of trade be- 
tween nations must grow; to make this possible, trade barriers must be curtailed or 
eliminated. Hence, the nations of the world in the postwar period should turn to 
fuller cooperation in the field of international trade. 


If foreign trade or the lack thereof is a major source of conflict between nations 
—aggravated by unemployment, depressions, social unrest, and upheavals—then the 
aims and interests of national trade should be tied more closely with that of inter- 
national. If nationalistic trade practices can only bring temporary advantages, each 
state should design its trade policies to accomplish international aims which are 
deemed advantageous to all over a long period of time. 


*A.B., Duke University, 1931; M.A., Vanderbilt University, 1932; Ph.D., Duke University, 1935. 
Instructor in Political Science, American University, 1936-7, 1938-9. Legislative analyst (and editor of 
GovERNMENTAL AFFairS) U. S. Chamber of Commerce, since 1943. Editor: Congressional Intelligence, 
Inc. publications, 1942-43; Lecistative Dairy (U. S. C. of C.), since 1943. Author: CoNnGRESSIONAL 
ProcepurE (1941). Contributor to political science and economic periodicals. 

+B.S., American International College, 1936; M.B.A., Wharton School of the University of Pennsyl- 
vania, 1937; advanced graduate studies in International Economics, Harvard University and New York 
University. Formerly, Registrar and Professor of Economics, Caney College; Professor of International Eco- 
nomics, St. John’s University; Port Statistician for War Shipping Administration; Technical Adviser to 
United States Delegation to International Business Conference (Rye, N. Y., 1944). Presently, Secretary of 
United States Section of Inter-American Council of Commerce and Production and member of Foreign 
Commerce Department of the Chamber of Commerce of the U. S. Author: OPERATION oF Export TRADE 
Act oF 1918 (1937). Contributor to foreign trade periodicals. 
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By the very nature of the world’s economic structure, domestic trade cannot be 
placed into one compartment and foreign trade into another. Indirectly domestic 
trade is to a large extent international, while the nature and volume of export and 
import trade influence in various ways the level and real character of domestic busi- 
ness. This is especially true in the case of a highly industrialized country such as 
the United States. 

Even though the foreign trade of a nation may appear small as compared to its 
total national income, it has been demonstrated that a nation cannot long be pros- 
perous when the rest of the world with which it trades is suffering from depression. 
Disturbances arising in one country tend to spread to others, and involve their 
economic entities. 

One view which is still expressed in various quarters suggests the simple solution 
of keeping both exports and imports at an absolute minimum. This view would 
support a maximum degree of national self-sufficiency. Such a policy ignores the 
nature of the world we live in and disregards the economic and technological ad- 
vancements of recent decades. We live today in a world so closely integrated, in 
which the balance between world-wide supply and demand is so delicate, that there 
must be an increasing flow of goods and services. 

Out of the past world struggle has arisen a changed conception of foreign trade 
in its relation to domestic economy, a belief that trade “is a two-way street”; that 
in the final analysis imports finance exports. Hence, profiting from past experience, 
we need to view international trade in terms of benefits in which each nation may 
share equitably. One nation’s exports are another’s imports. Sound economic con- 
ditions must prevail at each end if trade maladjustments are to be avoided. 

International trade, of course, is complicated by national frictions frequently dis- 
rupting the free flow of commerce in one part of the world or another. In spite of 
the repeated attempts to stabilize world trade, there appears to be little prospect in 
the immediate future that the world will establish any mechanism to accomplish that 
end. To illustrate: in earlier times barter was the accepted method of exchange. In 
what we believed to be more enlightened times, barter yielded to the use of gold and 
silver as means of settling international balances, but this device in its turn has failed 
for the simple reason that some nations have obtained a monopoly of the accepted 
“exchange.” Basically, the suspicions that nations hold for each other prevent estab- 
lishment of an enduring clearing house for international trade balances—a conclusion 
supported by history. 


STRUGGLE FOR DoMINATION OF TRADE 


The struggle between industries within a nation to gain trade advantages is in- 
deed great, perhaps greater than between nations. This is particularly true in the 
case of industries producing products which can be used for the same purposes inter- 
changeably. Segments of society, be they producers, distributors, or consumers, fight 
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one another in the determination of policies by their respective states as to degree of 
protection for domestic producers or as to opening of domestic markets to foreign 
producers. The “general will” of the whole people exerts itself, however, in the 
final decision—this is an age-old struggle. 


In contrast to the struggle between industries, each nation theoretically seeks 
maximum production and full consumption for its citizenry. Foreign traders insist 
that the elimination of trade barriers would aid in freer international trade and go 
a long way toward assuring increased production, exchange, and consumption of 
goods, and a stable and harmonious world. 


In spite of the incongruous characteristics of the various segments of society, states 
have emerged according to geographical areas, representing the people therein, with 
the general objective of assuring its citizenry preferable security. This objective leads 
to a race for a dominating position in international trade affairs, and frequently 
results in commercial warfare and economic destruction. Such economic warfare 
between countries often exposes the conflicts between the “have and have-not,” with 
the “have-nots” struggling to gain access to strategic areas of supplies. 


Trapve CHARACTERISTICS 


In an ideal world, countries should guarantee all others “open door” treatment 
with respect to acquisition of foodstuffs, raw materials, and markets. Proposals now 
under consideration by different nations are designed to accord all nations oppor- 
tunity to buy and sell in world markets on terms of complete equality with all other 
nations. Equality of treatment respecting foodstuffs and raw materials would 
embrace not only the right to acquire available supplies of such commodities on 
equitable terms, but would include also the right to develop resources necessary for 
the production of such commodities. This would mean, in other words, that pro- 
ducers of all countries be extended equality in obtaining concessions or other rights 
for the development of food and raw material resources. If raw material resources 
should be under a state monopoly, the political entity exercising such monopoly 
should undertake to make available an adequate supply at a reasonable price to 
meet the needs of all countries. 

National and international aims should not be at variance if trade between nations 
is to be increased and encouraged—they might well be synonymous. Through the 
years, however, the trade policies of no country have been completely above the level 
of nationalism. Some countries have shown less nationalism than others. By and 
large, nevertheless, each country has been prone to establish trade barriers whenever 
its domestic economic position apparently was not to the immediate advantages of 
its producers. Seemingly, there has been an assumption on the part of the heads of 
governments that a national trade advantage must be evident in every business 
transaction with other countries for political reasons. Naturally, the populace agitates 
for, and prefers, immediate advantages over future promises. 
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Collective measures are needed to safeguard the peoples of the world against 
threats to peace and to reach just settlements of disputes among nations; they must 
be based not only on international machinery to deal directly with disputes and to 
prevent aggression, but also on economic cooperation among nations with the ob- 
ject of preventing and removing economic and social maladjustments, of achieving 
equity between states, and of raising the standards of living among all people. 

Nations generally adopt commercial policies suitable to their needs and stage of 
development. In the case of the United States, practically all of the functions for the 
control and promotion of international trade have been performed in some degree 
by the Federal Government without too much regard for the peculiarities of the 
individual states. 


U. S. Aims AND INTERESTS 


The aims and interests of the United States in foreign trade have not always 
been consistent nor have they always been compatible with the best interest of inter- 
national trade; while the United States has not resorted to all of the nationalistic 
programs pursued by some countries, it has used most of the common practices to 
“improve” its trade position. 

The present commercial policy of the United States with respect to foreign trade 
is reaching a stage in its development at which the desire to promote the full post- 
war recovery of our international commerce is definitely in the foreground. It is 
partly the outgrowth of the nation’s policy preceding the recent world crisis, partly 
the result of the emergency changes dictated by the war here and abroad, and partly 
the result of an effort to forecast the needs of the postwar. 

The United States is fully aware of the variety of economic systems. Our policy 
seeks to make it possible for those systems to meet in the market place without con- 
flict, to the advantage of each other’s prosperity and welfare. Furthermore, it aims 
to make real the principle of equal access to the markets and raw materials of the 
world—this is to contribute to the effective growth of international confidence and 
solidarity, and thus to the preservation of peace. 

The foreign trade aims of the United States are to find world markets for our 
domestic products, and in return, it is necessary to open our markets to foreign pro- 
ducers, sufficient to an “essential balance of trade.” In the execution of such an 
objective, the trade interests of the United States extend to the promotion of condi- 
tions throughout the world which are compatible to the continuation of our free 
enterprise system. Furthermore, our foreign trade policy tends to the end that all 
foreign commercial transactions be conducted in a climate which protects producers 
and consumers from foreign discrimination. 

Thus, the intensification of a mutually sound trade policy with foreign trading 
areas would be a feasible gesture, and a necessary one, if we are to protect our stand- 
ard of living, and in so doing help others build against the destructive economic 
forces which have often dominated international trade relations in the past. 
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Our present aim and interest, both nationally and internationally, is to relieve 
and to improve the sorry plight into which the past war has thrown the trade areas. 
It has been contended that the United States can advantageously forward its position 
among the nations of the world by extending liberal financial and trade assistance 
and cooperation. It is believed that through loans and credits, we can be instru- 
mental in easing world exchange positions, making possible the purchase from our 
country of goods sorely needed to maintain trade equilibrium and a higher level of 
current consumption and employment. The national interest displayed at this time 
in corrective international trade aims can do much toward future economic security. 


TravE Barriers 


The foreign trade aims and interests of the United States have been definitely 
influenced by external conditions, such as trade barriers, just as other countries have 
felt the effect of our trade decisions. They are enumerated here with some comment 
on their characteristics in order to implicate the aggregate weight of their forces. 

Trade policy involves many elements. Tariffs, quotas, subsidies, commodity agree- 
ments, trade restrictions, cartels, exchange and credit controls, monopolies, and inter- 
vention by political entities—all constitute a panorama of international economic 
scenery. 

Tariff. Tariff is one of the earliest forms of trade barriers adopted by nations to 
protect their respective domestic producers against foreign producers; the practice 
has had a long history, with varying degrees in intensity of use and as to amounts 
of rates. Tariff laws are government impositions. People condone tariff laws which 
give them benefits, but they often find tariffs troublesome when they are imposed 
by governments of other nations. 

In many cases tariff rates have been so high that trade affected thereby is pro- 
hibitive. Consequently, potential trade between nations is always an unknown quan- 
tity; most of the trade of countries with high tariff has been in commodities that 
have been admitted without tax or with a rate of tariff so low that the importing 
country could purchase the commodity, pay the tariff, and still get the commodities 
more cheaply than they could be produced within the same country. 

A nation adhering to the protective tariff policy may develop not only industries 
having a comparative cost advantage; it may also produce commodities that have 
unfavorable cost in comparison with the cost of producing them abroad and in com- 
parison with the cost incurred in the production of other commodities within the 
nation. 

Believers in freer trade, or tariffs for revenue only, hold that the development of 
industries producing commodities moving in international commerce should be lim- 
ited to industries possessing cost advantages; that the free movement of all merchan- 
dise in international commerce should be encouraged; and that consumers are at all 
times entitled to purchase all importable products at prices determined by world 
conditions of supply and demand—to import such of them as can be obtained to 
advantage. 
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Protectionists believe that tariffs are necessary in order to develop infant domestic 
industries, to increase economic independence of a nation, to prevent unfair dump- 
ing, and to give diversification to our industry—all of which is felt to assure maxi- 
mum employment, higher standards of living, and some security against economic 
recession. 

From the point of view of the international trader, all excessive and unnecessary 
tariff rates should be eliminated. Where nations insist on the need of tariff duties 
either for protective or revenue purposes, the duties should be only moderate in 
amount. The aim should be the greatest possible exchange of goods among nations 
on the basis of comparative costs. Taxes other than tariff rates should not be im- 
posed on imports except to offset excise taxes levied on competing domestic products. 
They should never be used for the purpose of furnishing additional or extra-tariff 
protection to domestic producers. 

The United States Government, from the same point of view, should pursue a 
constructive, liberal, and realistic tariff policy, in order to encourage other nations 
to refrain from excessive and unreasonable tariffs. At the same time, our tariff laws 
should not only assure reasonable protection for American industries, including 
branches of agriculture, subject to destructive competition from abroad and of benefit 
to any considerable section of the country, but should also have adequate provisions 
for meeting direct or indirect discriminations by other countries against American 
trade. 

Trade Quotas. A more absolute barrier in the restraint of foreign trade is a quota 
system, to the extent of its application. The disadvantages of a quota system are 
many. The operation of such a system is technically complicated and necessitates 
an elaborate statistical set-up for accurate and swift dissemination of information, 
necessary for day-to-day regulations, both to customs officers and to the foreign and 
domestic merchants planning for shipments. The setting of the quota involves deli- 
cate decisions as to the evaluation of the industry receiving quota protection and 
the consumption needs of the country. 

A quota system necessitates increased government intervention in business affairs 
both in its requirements for statistical information and in its direction of purchases 
or sales. The application of such a scheme undoubtedly offers opportunity for na- 
tional favoritism in the distribution of licenses as well as in the imposition of the 
quotas themselves. 

On the other hand quotas have proved themselves helpful in the case of a trade 
emergency or for a commercial policy based on bargaining or economic planning. 
Whether or not they ultimately will become an accepted and orthodox technique in 
the control of foreign trade, their continuance for a span of several years is assured 
by their incorporation in a wide net of commercial treaties now in existence and in 
the process of being made. 

Subsidies. Subsidization of foreign trade activity by governments is another 
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method commonly used to gain trade advantages by artificial means. It is a device 
that can be used to aid certain branches of a nation’s economy to compete in inter- 
national markets caused by economic dislocation brought about by manipulation of 
currency, unfair trade balances, or differences in the standard of living between 
countries. 

Export Controls. Some countries adopt export controls in case of war or other 
international emergencies to prohibit certain other countries from importing par- 
ticular strategic commodities deemed helpful to them in their preparation for war 
or in their attempt to gain political or economic influence over rival states. 

Collective Activity to Gain Foreign Markets. To gain markets, exporting coun- 
tries have resorted to many devious practices, cooperatively on the part of the 
producers concerned, or by the government of the producers in their behalf. To 
illustrate, private trade promotion agencies have been established to aid their re- 
spective clientel in foreign trade by preparing trade lists containing world trade 
opportunities including the names of buyers and agents, credit reports, registration 
of trade-mark in any country, payment of overdue accounts, and preparation of for- 
eign commerce handbooks. Governments have established overseas trade offices to 
guide the new and prospective foreign traders, statistical analyses, and the like. 

Trade Agreements. Commercial agreements have been emphasized of recent 
times as a procedure to stimulate freer international trade by removing in particular, 
all trade barriers in the form of excessive tariffs. Tariffs had been used extensively in 
the 1920’s up through the early 1930’s as an instrument of economic warfare by most 
of the nations participating in international trade. When the world depression set 
in in the early 1930’s, various nations began to turn to commercial trade agreements 
in an effort to cut away trade barriers and release the flow of international trade. 

The United States program of reciprocal trade agreements was initiated in 1934, 
and was continued with little or no change until 1945. At that time Congress re- 
newed the act for three additional years and provided further that our own tariff 
rates could be reduced as much as 50 percent below the levels of January, 1945, 
which meant a possible reduction of 75 percent in all from the rates of the original 
Hawley-Smoot schedules still in effect in 1934. As enacted in 1934, as an amendment 
to the Hawley-Smoot Tariff Act, the primary purpose of the Reciprocity Trade 
Agreements Act is to expand the foreign market for American products “as a means 
of . . . overcoming domestic unemployment, . . . increasing the purchasing power 
of the American public, and in establishing and maintaining a better relationship 
among various branches of American agriculture, industry, mining, and commerce.” 
It aims to accomplish this expansion of exports in two ways: (1) by inducing for- 
eign nations to modify or remove burdensome import restrictions on American 
products, and (2) by reducing our own customs duties and restrictions on selected 
imports into the United States. 

Commodity Agreements. Intergovernmental commodity agreements although 
subject to public control and therefore perhaps less objectionable than private trade 
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cartels, nevertheless restrict the supply and increase the cost of products to consumers. 
Hence, if their operation is to be tolerated in a free economic system, their applica- 
tion should be restricted to commodities which are subject to chronic surpluses. An 
effort should be made by the nations participating in such agreements to shift pro- 
ductive facilities from the production of the surplus commodity to other economic 
activities and to adjust their economies so as to prevent the production of surpluses 
of the commodity in question, with a view to eventual elimination of the govern- 
mental control over the production and marketing of such commodity. 

Economic Self-Sufficiency. The doctrine of national economic self-sufficiency has 
been a definite threat to international trade. It implies that there is a necessary 
conflict between domestic and foreign commerce, that a nation must decide to have 
either the one or the other, but not both. But, according to some experts, there is 
no sound reason why industries which can readily produce in excess of domestic re- 
quirements should not export their surplus output to world markets, or why users 
of consumer’s goods and industries requiring raw materials should be limited to 
domestic sources of supply. 

The doctrine of economic self-sufficiency further implies that a nation can readily 
limit imports to a few staple articles which from their nature cannot conceivably 
be produced at home. It assumes that imports cannot be increased without damag- 
ing desirable national industries and the nations’ labor. It ignores the now gen- 
erally understood fact that if imports were restricted to the point urged by those 
who favor this doctrine, our exports would be virtually destroyed by the absence of 
a dependable basis for the settlement of import bills. 

Commercial Arbitration. Special importance should be attached to the friendly 
solution of disputes and difficulties originating in international commercial trans- 
actions. There are noteworthy advantages to arbitration because of its economy and 
the usefulness of an expeditious means of settlement. Acceptance of an agreed-upon 
jurisdiction for arbitral proceedings, and uniformity and validity of arbitration 
clauses, are also important. 

All commercial disputes should be settled by arbitration if possible. Such arbi- 
tration, however, should be entirely voluntary. Arbitration provisions could be 
advantageously written into all commercial contracts. It offers a possible solution to 
complex postwar trade controversies. 

Cartels. The cartel is a kind of alliance between business rivals. As experience 
discloses, firms engaging in like pursuits have banded together to restrain compe- 
tition by fixing selling prices, by dividing the world into exclusive markets, by cur- 
tailing production, by suppressing technology and invention, by excluding their 
rivals from particular fields, and by boycotting outsiders—all of which destroy fair 
competition and fair trade, discourage new businesses, hurt small business, and levy 


an unjust toll upon consumers. 
Cartels arise from a desire to avoid competition which tends to lower prices, 
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reduce profit margins, threaten the existence of high cost producers, and diminish 
established capital values. | 

Goods can surmount a tariff if they pay the duty; they can enter despite a quota 
if they are within it. But when a private agreement divides the markets of the 
world among the members of a cartel, none of those goods can move between the 
zones while the contract is in force. Clearly, if trade is to increase as a result of the 
curtailment of government restrictions, the governments concerned must make sure 
that it is not restrained by private combinations. Cartel aims often run contrary to 
the policy of a national state, and under such circumstances may even circumvent 
or nullify national objectives. 

Control of cartels necessarily rests with member governments, but in some in- 
stances governments have given a degree of protection or support to cartels. On 
the other hand, many countries are wholly at the mercy of international cartels in 
broad fields of business activity. In the United States, enforcement against their 
operation is undertaken by judicial proceeding under the anti-trust laws. But many 
activities and operations of such business combines are immune to prosecution under 
the anti-trust laws of this country; they are in a position to shift from one country 
to another so as to avoid difficulties and maintain secrecy for the efficient conduct 
of their own affairs. Accordingly, the international coordination of national policies 
is the most desirable means of meeting the problems raised by international cartels. 


Eouat TREATMENT TO ForeIcN Business 


For a freer international trade it is essential that corporations or firms entering a - 
foreign country to do business be given equality of treatment in all respects. If 
discrimination should be allowed, in final analysis there would be no limit this side 
of total destruction of all foreign businesses within a state. The foreign economic 
policy of the United States embraces the responsibility for safeguarding and pro- 
tecting the interests of American enterprise abroad through every political and eco- 
nomic means at the government’s disposal. This responsibility lies in the area of 
assuring the safety and security of foreign investments against confiscation or dis- 
crimination in any form. 

Monetary ProsieMs 

The medium of exchange is one of the most significant tools in influencing the 
free flow of international trade. Its effects can be caused and remedied by manipula- 
tions of international monetary systems. The depreciation of currency by one country 
might practically wipe out the trade balance of another. The operation of a sterling 
bloc can easily prevent a free flow of trade and prohibit the country in need of 
credits from realizing such assets. 

In this and in many other ways a country might fail to acquire or lose its favor- 
able balance of trade; consequently, leaving itself without credit (foreign ex- 
change) with which to finance purchases. To overcome this situation, international 
monetary agreements (such as the Bretton Woods, and operations of the Export- 
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Import Bank) are helpful and sometimes complete. It must not be overlooked, 
however, that while international monetary manipulations can correct an interna- 
tional trade stalemate, it can just as easily become a peril thereto. 

Nations should not engage in competitive depreciation of their currencies as a 
means of gaining foreign trade advantages. The break-down of the international 
monetary system, and the complicated system of control developed in its place, were 
largely a result of the depression of the early thirties. Faced with a declining world 
demand, each country tried to get a larger share of the total world exports. In the 
ensuing struggle for markets, all sorts of restrictive and discriminatory monetary 
controls were adopted, with no consideration of their long-run consequences. To 
illustrate: The United Kingdom gained a temporary advantage in export markets 
by reducing the price of the pound sterling. Other countries finding: themselves 
undersold by British exporters, retaliated by reducing the prices of their own cur- 
rencies. Once started, currency depreciation thus tended to spread throughout the 
world and resulted in complete currency control by some countries as a means of 
restoring a balance. 

To overcome such state of affairs, the International Monetary Fund created under 
the Bretton Woods Agreement has been proposed to prevent depreciation of cur- 
rency. The article of agreement pertaining to the Fund would permit a member 
nation to depreciate the value of its currency within specified limits under conditions 
largely created by the nation itself. The administrators of the Fund should establish 
standards which would dissuade a nation from resorting to currency depreciation 
for the correction of a disequilibrium in its international financial situation which is 
primarily due to the adoption or continuance by such nation of unsound financial or 
other economic policies. 

Monetary Blocs. The difficulty with economic blocs is that parties thereto are 
forced to trade almost exclusively among themselves, even though the price and deliv- 
ery by another country might be more favorable. The formation of a bloc such as the 
sterling bloc, not only closes the doors to the sale of American products in that area, 
but it also forces the creation of other economic blocs which in turn trade and ex- 
change goods largely among themselves. A Russian bloc, a dollar bloc and perhaps 
others would emerge, each endeavoring to strengthen its position by inducing or 
high-pressuring marginal countries to leave one bloc and join another. This means, 
of course, that governments become the dominating factor in world trade. Regula- 
tions and control of exports, imports, and foreign exchange are inherent in the system. 
The international flow of goods under these circumstances is not measured by de- 
mand and price and quality of goods, but rather by artificial regulations resulting 
from political considerations and a shortage of particular currencies. This results 
inevitably and unhappily in the total volume of world trade being drastically 
reduced. 

Foreign Investments. ‘The benefits a nation derives from loans and investments 
depend upon the ability of the recipient countries to service and repay them. The 
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benefits that the recipients obtain depend upon the productivity of the new capital. 
Hence, it is important that the volume of our new loans and investment abroad be 
related directly to the capacity of the recipient countries to put additional capital 
to productive use. 

Financial Agreements. Countries frequently utilize the various types of financial 
trade agreements to overcome temporary unfavorable trade relationships, or to accom- 
plish specified objectives, such as the lend-lease agreements which were set up to 
meet a critical crises brought about by World War II. 

The proposed financial agreement between the United States and Great Britain 
has been reached on the broad principles of commercial policy for which the two 
governments will seek generally international support. These arrangements propose 
to put an end to the fear of an economic divided world; would make possible the 
expansion of employment, and of the production, exchange, and consumption of 
goods; and would bring into being for the first time, a common code of equitable 
rules for the conduct of international trade policy and relations. Such negotiation 
would relate to tariffs and preferencies, quantitative restrictions, subsidies, state trad- 
ing, cartels, and other types of trade barriers. 

Additional financial trade agreements are now being sought by other governments. 
The commercial policy proposal of the United States announced in conjunction with 
these financial agreements reflect basic American thinking on international economic 
relationships. ‘Taken as a whole, the proposals represent an implied knowledge of 
the proposition that our largest and most profitable long term share of over-all inter- 
national trade will be obtained when that trade is conducted in accordance with the 
“live and let live” principle of widespread and mutual benefit. 

Export-Import Bank. Another source of credit to foreign countries is available 
through the Export-Import Bank set up by Congress to aid in the “financing and 
facilitating of exports and imports and the exchanges of commodities between the 
United States and any of its territories or insular possessions and any foreign country 
or the agencies or nationals thereof.” This Bank has broad powers to do a general 
banking business and to make practically any type of loan, without limitation as to 
the amount of loans to any one borrower, so far as these are in harmony with the 
general purpose. 

The International Bank of Reconstruction and Development. One of the most 
important proposed sources for international credit and stabilization of currencies 
is to be found in the Bretton Woods Plan which became effective at the end of 
1945 as thirty-five of the forty-four nations which met in Bretton Woods July, 1944, 
approved the plan and became members. The International Bank of Reconstruction 
and Development with a proposed capital of $9,100,000,000 has as its objective to 
make and guarantee loans to member countries for their internal economic develop- 
ment which, in turn, will promote commerce. The Stabilization Fund with a pro- 
posed total of $8,800,000,000 was set up to stabilize exchange between nations, an 
indispensable factor if the channels of business are to function freely. In adhering 
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to the Agreements, the United States accepts the highest quota of any country— 
$2,750,000,000 to the Stabilization Fund and $3,175,000,000 to the Bank. 


Po.iticaL TRADE BARRIERS 


In the development of international trade relationships, the rivalry decisions on 
the part of some countries to gain artificial advantages over others have resulted into 
the establishment of what might be called “political” trade barriers. These have 
taken various forms, the objective of the decreeing governments always being to 
place the other countries at an economic disadvantage. Few countries have remained 
free of this accusation. 

The following paragraphs will highlight some of these practices. First, imperial- 
istic policies followed by some nations have resulted in the establishment of colonial 
empires consisting of colonies, protectorates, or mandated territories, or some of each. 
In each instance, the mother country of the empire has used its colonies to its own 
enhancement, restricting them in trade privileges with other countries. 

The United States advocates an idealistic treatment of colonial people by the 
suzerain. United States officials have expressed the hope that with a more orderly 
system of international trade in the postwar period, there will be a tendency for the 
welfare of colonies to be improved if they are permitted to export more freely their 
industrial raw materials. 

As a general proposition, preferential arrangements between groups of nations 
or between a mother country and its dominions or colonies which give more favor- 
able tariff treatment to the products of each other than to those of outside countries 
are objectionable. There are, however, some circumstances under which preferential 
arrangements would seem to be justified. Such arrangements might be permitted 
in the case of contiguous nations which are closely affiliated economically and whose 
prosperity would be increased by removal of tariff barriers between them. To be 
acceptable, such arrangements should meet certain justifications. The United States 
has tended in this direction in its dealings with Latin America. 

One of the main arguments used against trade agreements is that they give no 
protection against activity by political units of the state to burden foreign trade. 
This discrimination takes various forms, namely: excise taxes, police power restric- 
tions, and the like, all of which burden trade. The hurtful part of the matter is 
that there is a natural tendency for political divisions of the state to take such action. 
Even in a country as homogeneous as the United States, the existence of a sales tax 
in one state has created friction with adjoining states which have no comparable 
tax. Had it not been for the commerce clause in our Constitution, there would have 
developed an intolerable situation in inter-state commerce. Thus, some countries 
with which the United States has trade agreements, not so fortunate as to have a 
Constitution like the United States, find their respective political units decreeing 
retaliatory measures contrary to the intent of the trade agreements. 

Much is being said about the creation of an economic climate in- which free 




















AIMs AND INTERESTS 





645 


enterprise may operate. This world climate can only come into being and be main- 
tained through cooperative action among governments. Our government alone can- 
not resolve all questions of international aims and interests. 

We might consider at this point two methods of conducting foreign trade, 
selected arbitrarily for the purposes of this discussion. First, we have an outright 
system of state monopoly as employed by Russia. On the other side, we have free 
enterprise as used in the United States. The trade principles of these two economic 
systems are not necessarily compatible. Hence, as the counterpart of tariff reduction 
and other actions to encourage an expansion of multilateral trade by other nations, 
countries having a complete state of monopoly of foreign trade should undertake 
to trade with other countries on a non-discriminatory basis. All countries regardless 
of their economic systems, if freer international trade is desired, should cooperate to 
the extent of their political ability to produce a climate suitable for better trade rela- 
tions between each other. Finding the proper approach to this accomplishment is 
perhaps the most important task in international trade and financial relationships 
confronting the world today. For the safety of free enterprise, nevertheless, the 
United States seemingly is justified in discouraging trade with state monopolies and 
in facilitating direct trade with individuals in the countries concerned. 

This principle if pursued far enough would discourage and finally eliminate the 

presence of foreign purchasing missions in this country. To meet the challenge of 
free enterprise, foreign trade must be restored to private channels as rapidly as 
possible. 
Regional pacts and spheres of influence for foreign trade purposes can be used 
by a country or several countries, as is frequently the case, to enhance its (or parties 
to the pact) trade position as opposed to its competitors. Although it is evident that 
regional pacts must result in some immediate dislocation of trade with outsiders, 
even non-signatories should gain in the long run from any general betterment of 
economic conditions arising out of them. They should be condemned as undesirable 
from an economic point of view, however, when they divert trade from producing 
markets best suited to supply needs or when they discriminate unjustifiably. 

Some countries have used tolls, others have used canal franchises, and still others 
have acquired all possible spheres of control, to gain foreign trade advantages. In 
the case of communications, some nations have exerted their sovereignty to gain 
comparative preference. In transportation by water and air, countries in a position 
to exert control have done so. All of these have been used to acquire better trade 
balances, or selfish economic gains. Fortunately, the United States has used its supe- 
rior international financial position to overcome some of these barriers. 


Postwar TrapE OuTLooK 
These trade barriers enumerated above as practiced by other countries have not 


only been influential in the determination of the American foreign trade policy, but 
in some instances have forced our hand in the adoption of particular retaliatory 
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barriers. On the other hand, the “protective measures” adopted by the United States 
have had a similar effect on other countries. Our foreign trade practices through the 
years under such uncontrollable influences, could have been a great factor in the 
formulation of our trade aims. 

No single trade barrier can be accredited with a force sufficient to change the 
principles on which American trade policies are based, but all of them together 
through the years have entered into the formulation of a trade policy in conformity 
with international trade aims. Obviously each country desires to benefit its own 
people, but a cutthroat competitive race in that direction, leading to an asserted 
nationalistic policy, would in the long run be to the disadvantage of its citizens. 
Acknowledgment of this fact by the chief trading nations of the world would admit 
the need of foreign trade policies conducive to freer trade. 

An international trade program cannot succeed unless the economic conditions 
producing trade conflicts are prevented from recurring in the future. Hence all of 
these factors influencing foreign trade policies should be examined and weighed with 
an eye to a modification of them to insure a freer international trade. 

The object of a program to reduce trade barriers is to prevent future world de- 
pressions. Our postwar commercial policy is thus closely connected with our domes- 
tic employment and monetary policy. It is safe to predict that all postwar policy 
whether international or domestic, economic or political, will have two general aims: 
(1) the establishment and maintenance of peaceful conditions, and (2) the provision 
of a high and expanding level of income and employment both at home and abroad. 
Agreement upon these two broad purposes is so widespread that virtually all pro- 
posed policies or programs must be judged by the contributions which they make 
to world peace and to high income and employment. 

















SOME ASPECTS OF THE COMMERCIAL TREATY 
PROGRAM OF THE UNITED STATES— 
PAST AND PRESENT 


Austin T. Foster* 


INTRODUCTION 


In the “Proposals for Expansion of World Trade and Employment,” issued by 
the State Department in connection with the announcement of the recently nego- 
tiated loan to Great Britain, the United States has served notice of intention to con- 
tinue its policy of working toward the elimination of barriers to the flow of 
international commerce. Great Britain has stated that it “is in full agreement 
on all important points in these Proposals and accepts them as a basis for interna- 
tional discussion.”* Since nationals of Great Britain and of the United States carry 
on a large proportion of the aggregate world trade, their agreement to cooperate 
in an endeavor to obtain relaxation of restrictions of various kinds on world trade is 
highly important. 

The Proposals contemplate a program of international agreements or treaties 
which might be entered into either on a multilateral or on a bilateral basis, and 
which will progressively open the channels of trade between nations. The program 
provides for an amplification of the Reciprocal Trade Agreements program initiated 
by former Secretary of State Cordell Hull and, as evidence of the intention of the 
United States to retain leadership in the program, invitations have been issued to 
fourteen countries* to negotiate reciprocal trade agreements or revisions of existing 
agreements of this character prior to the conference to be called for the purpose of 
organizing the International Trade Organization. The intrinsic soundness of the 
Proposals, their endorsement by the two principal trading nations of the world and 
the promptness of the United States in taking the first steps to implement them 
make it reasonable to hope for a very substantial measure of success for the program 
contemplated. 

In Chapter VI, Section A of the Proposals for Expansion of World Trade and 
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* Dep't of State, Press Release, Dec. 6, 1945, quoted in Journal of Commerce and Commercial (New 
York), Dec. 7, 1945. 
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Employment, the importance of international agreements other than reciprocal trade 
agreements is recognized in that one of the proposed functions of the International 
Trade Organization is “(6) To make recommendations for international agree- 
ments designed to improve the bases of trade and to assure just and equitable treat- 
ment for the enterprises, skills and capital brought from one country to another, 
including agreements on the treatment of commercial travelers, on commercial arbi- 
tration, and on the avoidance of double taxation.”* International agreements cover- 
ing these subjects, in so far as they have heretofore been dealt with in comprehensive 
treaties to which the United States is a party, fall traditionally within the general 
scope of (a) treaties of friendship, commerce and navigation, (b) treaties for the 
protection of industrial property, including patents, trade-marks and copyrights, and 
(c) treaties for the avoidance of double taxation. The United States, although its 
nationals have taken an important part in the development of commercial arbitra- 
tion, is not itself a party to any international agreement dealing with the subject. 


Adoption on a broad multilateral basis of international agreements for the pur- 
poses specified in Chapter VI, Section A, of the Proposals appears to be an integral 
part of the program of the International Trade Organization. In the following pages 
it is pointed out that there are many countries with which the United States does not 
have comprehensive treaties of friendship, commerce and navigation; that the com- 
mercial treaties and agreements to which the United States is a party (except recip- 
rocal trade agreements) were, to a considerable extent, entered into before the 
development of international trade in its modern form and are, therefore, inadequate; 
that in the years immediately preceding World War II and during that war various 
factors, including government control over and participation in international trade, 
went far to change the character of commercial relations between nations; and that 
the failure to enter into comprehensive commercial treaties of various types, partic- 
ularly treaties of friendship, commerce and navigation supplementing those reciprocal 
trade agreements the negotiation of which is now contemplated, may affect adversely 
our efforts to further the relaxation of trade barriers aimed at in the Proposals. 


Brier HistoricaL SKETCH 


The present time seems a natural one for a review of our entire system of com- 
mercial treaties. After the end of the Napoleonic Wars in 1815, President Monroe, 
in a letter, stated that “the Treaties between the United States and some of the 
Powers of Europe having been annulled by causes proceeding from the state of 
Europe for some time past and other treaties having expired the United States have 
now to form their system of commercial intercourse with every Power as it were at 
the same time.”” This statement is largely applicable today. 

The foreign commercial policy of the United States of recent years has had as its 
avowed purpose equality of opportunity through non-discriminatory multilateral 


* Dep’r oF STATE, op. cit. supra note 1, at 24. 
® HasweELL, TREATIES AND Conventions (Concluded Between the United States of America and Other 
Powers, 1889) 1224, quoting from M. S. Department of State. 
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trade relations for American private enterprise. The seed of this policy appears to 
have been sown in the early days of the American Revolution.. On September 17, 
1775, the Continental Congress, before sending to Paris a Mission to negotiate a 
treaty with France, adopted a plan for the treaty, Article II of which is worth 
quoting: 
“Article II 

The subjects, people and inhabitants of the said United States, and every of them, shall 
pay no other duties, or imposts, in the ports, havens, roads, countries, islands, cities or 
towns of the most christian king, than the natives of such countries, islands, cities or 
towns of France, or any commercial companies established by the most christian king, 
shall pay, but shall enjoy all other the rights, liberties, privileges, immunities and exemp- 
tions in trade, navigation and commerce, in passing from one port thereof to another, and 
in going to and from the same, from and to any part of the world, which the said natives 
or companies enjoy.”® 

The suggestion that the citizens of one country should be entitled within the 
territory of another to the same treatment as the natives thereof (commonly called 
“national treatment”) was in the eighteenth century somewhat radical. It is, there- 
fore, not surprising that France was unwilling to concede “national treatment” on 
the broad basis proposed and that, although the Treaty of 1778’ otherwise incor- 
porated almost verbatim the language of Article II as approved by the Continental 
Congress, “most-favored-nation treatment” was substituted for “national treatment.” 


Treaties entered into in the early days of the Republic, besides granting the rights 
stipulated in the French Treaty of 1778 referred to above, prohibited the exaction by 
the government of either country of the Droit d’Aubaine (escheat of property rights 
of deceased aliens) and permitted nationals of each country within the territory of 
the other to hold personal property and to acquire personal property by inheritance.® 
Real estate in one country could be inherited by a national of the other country but 
must be promptly sold. In the Treaty of 1815 with Great Britain, it was provided 
for the first time that no higher charges should be imposed in any of the ports of 
either country on vessels of the other than were imposed on its own vessels.? The 
titles of these early treaties refer to “peace” or “amity,” but the emphasis in their pro- 
visions on the rights of nationals of each country in the event either should be at 
war with a third country and in the event of war between the two contracting coun- 
tries evidences the fact that in that era war was a not abnormal condition. 

In the Treaty of 1825 with Central America, the parties agreed that commodities 
which could be imported into either country in its own vessels might be so imported 
in vessels of the other country.’° Trade-marks were first dealt with in a Treaty of 

® 2 SECRET JOURNALS OF THE ACTS AND PROCEEDINGS OF ConcrEss (1821) 6. 

71 Treaties (MALLoy) 468 (SEN. Doc. 357, 61st Cong. 2d Sess. 1910). 

® France (1778), ibid.; Netherlands (1782) 2 Treaties (MALLOY) 1233; Sweden (1783), id. at 
1725; Prussia (1785), id. at 1477. 
®1 Treaties (MaLLoy) 624, Article II, page 625. 
7° Id. at 160. 
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1868 with Russia." In 1887 the United States acceded to the 1883 International Con: 
vention for the Protection of Industrial Property.’? In 1904 the United States and 
Russia each agreed to recognize the legal existence of corporations organized under 
the laws of the other country and to permit such corporations to appear in its 
courts.’* In 1919 the United States entered into a series of arrangements with for- 
eign countries dealing with the right of traveling salesmen of one country to travel 
in the territory of the other.4* A series of bilateral arrangements between the 
United States and various foreign countries was negotiated in 1921 and subsequent 
years providing for the reciprocal exemption of nationals of each signatory from 
income tax in the other imposed on shipping profits. The first treaty for the 
avoidance of double taxation on a more comprehensive basis was ‘the Treaty with 
France signed in 1932 and effective in 1936.'® 

The Reciprocal Trade Agreements Act was approved on June 12, 1934.1’ It 
authorized the President “to proclaim such modifications of existing duties and other 
import restrictions . . . as are required or appropriate to carry out any foreign trade 
agreement that the President has entered into hereunder.” The term “duties and 
other import restrictions” includes “(1) rate and form of import duties and classifi- 
cation of articles and (2) limitations prohibitions charges and exactions other than 
duties, imposed on importation or imposed for the regulation of imports.” It was 
provided that “no proclamation shall be made increasing or decreasing by more 
than 50 per cent any existing rate of duty or transferring any article between the 
dutiable and free list.” 

It will be noted that the concessions which the United States is authorized to 
make in reciprocal trade agreements are limited to the modification of duties and 
other import restrictions. Within the purview of these agreements fall provisions 
dealing with duties and other taxes and with quantitative restrictions on imports, 
provisions specifying non-discriminatory treatment in respect of exchange control 
and provisions dealing with government or government-monopoly purchases. They 
do not and probably cannot deal with many of the matters traditionally dealt with 
in treaties of friendship, commerce and navigation, such as the right of nationals of 
one country to do business within the territory of the other; the right of nationals of 
one country to hold and dispose of property in the territory of the other and to be 

142 Treaties (MALLoy) 1524. 


12 Td. at 1935. 

318 Td. at 1534. 

** Guatemala (1919) 41 Stat. (pt. 2) 1669, Treaty Series 642; Panama (1919) 41 Stat. (pt. 2) 
1696, Treaty Series 646; Uruguay (1919) 41 Star. (pt. 2) 1663, Treaty Series 640. 

*® Canada (signed 1928, effective for 1921 and subsequent years) 47 Star. (pt. 2) 2580, Executive 
Agreement Series 4; Denmark and Iceland (1922) 47 Stat. (pt. 2) 2612, Executive Agreement Series 
14; France (1927) 47 Srar. (pt. 2) 2604, Executive Agreement Series 12; Great Britain (signed 1924 
and 1925, effective as from January 1, 1921) 47 Stat. (pt. 2) 2587, Executive Agreement Series 7; 
Netherlands (signed 1926, effective as from January 1, 1921) 47 Star. (pt. 2) 2601, Executive Agree- 
ment Series 11; Spain (signed 1930, effective as from January 1, 1921) 47 Stat. (pt. 2) 2584, Executive 
Agreement Series 6. 

3° 49 Strat. (pt. 2) 3145, Treaty Series 885. 

17 48 Stat. 943, 19 U. S. C. (1940 ed.) §1351. 
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compensated in the event of its expropriation; and rights of navigation. Neither do 
these agreements deal with taxes, except those imposed on imports and exports. 

The first reciprocal trade agreement became effective in 1934 (Cuba)’* and prior 
to December 31, 1941, agreements of the same character with twenty-two countries’® 
had been signed and become effective. In the same period (1934 to 1941) three 
broad treaties of friendship, commerce and navigation (Finland 1934,”° Siam 1938,”" 
and Liberia 1939”) had gone into effect and two comprehensive treaties for the 
avoidance of double taxation, including the 1936 Treaty with France** and a Treaty 
with Sweden (1940).7* Other commercial treaties and agreements which became 
effective in this period include a number of agreements on specialized subjects, such 
as aviation, fisheries, exchange control, navigation, and taxation on shipping profits. 
Sixty-seven such other treaties and agreements in the economic field finalized in this 
period were in effect on December 31, 1941. 

The last published treaty of friendship, commerce and navigation to which the 
United States is a party is the Treaty with Liberia referred to above. Subsequent 
preparation in the Department of State for treaties with other countries of the same 
nature, the negotiation of which is now planned or may already be under way, has 
presumably resulted in important changes in form and substance in respect of such 
contemplated treaties. As no information is given to the public as to the contents 
of a treaty until after it has been executed and submitted to the Senate for ratifica- 
tion, the nature of these changes is not now known. 

There appears on the following page a table showing the treaties and agreements 
in the commercial field of a more or less comprehensive nature in effect on Decem- 
ber 31, 1941, between the United States and thirty other countries.” Limitations of 
space made it impracticable to show the less comprehensive treaties and arrangements. 

In general, it may be stated that in the nineteenth century and until the passage 
of the Reciprocal Trade Agreements Act in 1934, attempts in the United States to 
remove or reduce trade barriers through reductions of customs duties met with little 
success. As a nation the United States insisted on its right to maintain high pro- 
tective tariffs. Accordingly, the efforts of our government to encourage international 
trade were largely limited to the making of reciprocal arrangements which contem- 
plated most-favored-nation treatment as to customs duties and other import restric- 
tions, as well as treaties and agreements which required, within the territory of each 
country, respect for the property and rights of nationals of the other signatory coun- 
try, and which provided for the reduction of burdens other than customs duties. 


18 49 Stat. (pt. 2) 3559, Executive Agreement Series 67. 

2° Cuba, Belgium, Haiti, Sweden, Canada, Brazil, Netherlands, Switzerland, Honduras, Colombia, 
Guatemala, France, Nicaragua, Finland, El Salvador, Costa Rica, Czechoslovakia, Ecuador, United King- 
dom, Turkey, Venezuela, Argentina: “Announcements under the Reciprocal Trade Agreements Act,” 
ForEiGn CoMMERCE WEEKLY (Feb. 16, 1946) 49. 

°° 49 Stat. (pt. 2) 2659, Treaty Series 868. #153 Srat. (pt. 3) 1731, Treaty Series 940. 

2254 Srar. (pt. 2) 1739, Treaty Series 956. *8 49 Star. (pt. 2) 3145, Treaty Series 885. 

**54 Srat. (pt. 2) 1759, Treaty Series 958. 

*° This table was prepared from Dep’t of State, TREATIES IN Force (A List of Treaties and Other 
International Acts of the United States in Force on December 31, 1941) Publication No. 2103, 1944. 
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CERTAIN TREATIES AND AGREEMENTS IN THE COMMERCIAL FIELD IN EFFECT ON DECEMBER 
31, 1941, BETWEEN THE UNiTEp States AND THirty ForEicNn CounTRIEs 











Treaties of Treaties for Industrial Property 
Reciprocal | Friendship, | Avoidance of (Patents and Trade-Marks) 
Country Trade Commerce and Double 
Agreements Navigation Taxation Multilateral Bilateral 
Argentina......... 1941 1854 sis is Ryan 
Belgium.......... 1935 1875 Mee 1938 1884 (t-m) 
BARES. ssisiesiesek ss 1936 Ssdve 1929* 1912 1879 (t-m) 
1926 
1928 
CAMAGR... 50000065 1939 ee 1921* 1928 
1941S ere 1941 Seis 
Colombia......... 1936 1848 ete 1930 
Costa Rica........ 1937 1852 ee 1912 
AS SPR a 1934 is ait 1912 
1939S 1913 
(1942)S 1926 
1930 
Denmark......... ee 1826 1921* 1938 1892 (t-m) 
PCuador.......... 1938 rks er 1912 ee 
Dear 1912 (t-m) 
EI Salvador....... 1937 1930 oes aoe 
oT SUS aaa ere 1936 1934 ee 1913 Lies 
LL ee 1936 1823 i921" 1938 1869 (t-m) 
: 1921S 1936 sea 
Great Britain...... 1939 1815 igzi> 1938 
1828S iiss 
Guatemala........ 1936 1852 Sees 1912 1902 (t-m) 
1930 1907 (patents) 
POR: cc: wander 1935 ‘eae cree 1912 Ae 
1926 
1930 
Honduras......... 1936 1928 ‘hie 1912 
1930 
SUDETIA:.. . 2 s2c505\0 sete 1939 ea ae dix 
DACRICO, 0... <5 5.5% (1943) iets er 1928 cae 
Netherlands....... 1937 1853 1921* 1928 1883 (t-m) 
Nicaragua......... 1936 Se Pane 1912 dite 
1938S or moo 1930 
RUINWING S56 coos sa ae 1829 Se 1938 
1932S 
PUED ee ple Sie (1942) Soe ees 1912 (t-m) 
1930 
BOM 5 cist ase Be ib 1933 Secs 1928 
BOM poe scccs sea Es 1903 1921* 1930 
Sweden........... 1935 ENE 1938* 1928 
1940 
Switzerland....... 1936 1855 or 1938 1883 (t-m) 
(Cie See 1939 1930 gs 1928 aout 
ASTUBURY .0 0300000 (1943) io Sats 1912 (t-m) 
1912 
Venezuela......... 1940 ae oe ee 
Yugoslavia........ pens 1882 Se 1928 




















(t-m) — ~ trade-marks, 
ap lies to shipping profits only. 
(1942), (194 j— treaties became effective subseq to D ber 31, 1941. 
Ss — supplementary. 
NOTE: Date indicates the year in which the treaty or agreement became effective. 





The passage of the Reciprocal Trade Agreements Act indicated, and was caused 
by, growing consciousness in the United States that our imports must be increased 
if our exports were to be expanded, and that no such increase of imports or exports 
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would be possible without reduced customs duties. With the passage of this Act, 
our policy as to the encouragement of international trade shifted and we proceeded, 
under the Act, to negotiate reciprocal reductions in customs duties on a substantial 
scale. The Reciprocal Trade Agreements program is consistent with the free enter- 
prise system and, until the commencement of World War II, our nationals con- 
tinued their operations in international commerce under that system. Their belief 
in the adequacy of the free enterprise system is well stated in the Declaration of 
Principles adopted by the National Foreign Trade Convention in November, 1945. 
Principle XVII is as follows: 

“Our foreign trade, like our domestic trade, can best be carried on under a system of free, 
private, competitive enterprise within a framework of government law and treaty designed 
to give it encouragement and support. The intervention of the American government in 
the regulation of foreign trade—as, for example, in the imposition of tariffs, the conserva- 
tion of natural resources and the prevention of abuses arising from American participation 
in private international agreements—can have its only justification in the service of the 
national interest, as distinct from any sectional interest or the interest of any individual 
industry. The actual entry of the government into foreign trade activity, including the 
extension of the loans and credits and participation in international commodity agree- 
ments, is admissible only in time of war or other international emergency, or when con- 
siderations of national policy in the political or economic sphere outweigh the advantages 
of private trade and the freedom of the market place.”?* 


ANALYsIs OF COMMERCIAL TREATY COVERAGE 


The foregoing can give only an inadequate bird’s-eye view of the development 
of the treaty program of the United States from its birth as a nation to the com- 
mencement of World War II. It may, however, serve as background for an inquiry 
as to the subjects covered by commercial treaties and agreements heretofore entered 
into. The following are some of the subjects of a general nature which have im- 
portance to commercial enterprises in times of peace and which are dealt with in 
existing treaties and international agreements of the United States: 


1. Rights of establishment of nationals of one country in the territory of the other 
(a) to enter, reside and travel 
(b) to carry on trade or business 
(c) to appoint agents of one’s choice 
(d) to rent premises 
(e) to have access to the courts 
(£) to introduce commercial travelers and samples 
(g) relating to recognition of corporations 
2. Rights of navigation of vessels of one country in the territorial waters of the other 
(a) to enter the ports 
(b) to receive non-discriminatory treatment as to port dues, etc. 
(c) to import and export commodities produced in either country 


2° Nat’, For. TraDE Councit, Finat DECLARATION OF THE THIRTY-SECOND NATIONAL ForEIGN TRADE 
Convention (New York, November 12, 13, 14, 1945). 
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3. Rights of the nationals of one country in respect of real and personal property 
in the territory of the other 
(a) to acquire, hold and dispose of real and personal property 
(b) to receive due compensation for property seized or expropriated 
4. Rights of the nationals of one country to intangible property rights in the terri- 
tory of the other 
(a) relating to patents, industrial designs, etc. 
(b) relating to trade-marks, commercial names, etc. 
(c) relating to copyrights, literary property, etc. 
5. Rights relating to the products of one country introduced into the territory of the 
other 
(a) to specified rates of duties 
(b) to non-discriminatory treatment as to duties 
(c) to specified import quotas 
(d) to non-discriminatory treatment as to import quotas 
(e) to freedom from burdens when in transit 
(f) to non-discriminatory treatment in respect of taxes and burdens after 
importation 
(g) to non-discriminatory treatment in respect of purchases by the government 
or a government monopoly 
6. Rights of the nationals of one country as to foreign exchange regulations 
(a) to non-discriminatory treatment 
Rights of the nationals of one country in respect of taxation by the other country 
(a) to non-discriminatory treatment as to taxation 
(b) to avoidance of double taxation 
(c) to exemption from income taxation on international shipping profits. 


Sy 


In so far as these various subjects are covered by comprehensive treaties and 
agreements, generally speaking those under headings 1, 2, and 3 are dealt with in 
treaties of friendship, commerce and navigation, those under heading 4 in multi- 
lateral conventions, those under headings 5 and 6 in reciprocal trade agreements, 
and those under heading 7 in treaties for the avoidance of double taxation. In some 
cases, however, special agreements cover a particular subject (e.g., a number of 
conventions dealing with commercial travelers and samples in 1919);?’ certain pro- 
visions are to be found interchangeably in comprehensive treaties or agreements of 
various type, e.g., exchange control provisions in Treaty with Liberia (1939)”* and 
in Reciprocal Trade Agreement with Mexico (1942).7° Probably there is no country 
with which the United States has treaties and agreements covering all of the sub- 
jects listed above and the form and effectiveness of a provision dealing with any 
one of these subjects will vary greatly with the date of the treaty and the circum- 
stances under which it was negotiated. 


°7 Supra, note 14. *® Supra, note 22. 
2° Executive Agreement Series 311. 
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INADEQUACIES IN LicHT oF CHANGED ConpDiITIONS 


From the table on page 652 of treaties and agreements effective on December 31, 
1941, it will be seen that, of the thirty countries listed, there were on that date ten 
with which no treaty of friendship, commerce and navigation was then effective and 
ten with which the existing treaty of friendship, commerce and navigation antedates 
the commencement of the present century. Our earlier treaties make no mention of 
corporations. Obviously, those which became effective before the inauguration of 
income tax, exchange control, and government monopoly operation provide no spe- 
cific coverage in respect of these matters. It is self-evident that treaties drafted in 
the last century could not cover adequately the complicated commercial relationships 
between nations as they existed prior to World War II. It may not be out of place, 
however, to point out some of the basic changes in the position of the United States 
in international trade and in national policies of foreign countries which emphasize 
the inadequacy of nineteenth-century treaties on the basis of pre-World-War-II 
conditions. 

In the first place, the nature of commercial relations between countries, and par- 
ticularly between the United States and foreign nations, has changed. In an earlier 
period our trade with foreign countries was considered as consisting of the shipment 
of commodities from a point of export in one country to a point of import in an- 
other country. But in fact international commerce no longer always commences at 
the boundary of the country of origin, nor does it terminate at the boundary of the 
country of destination. It usually commences at some point of production within 
the country of origin and, after crossing the boundary of that country and the 
boundary of the country of destination, enters the channels of domestic commerce 
within the latter country. 

Just as there has been vertical integration of production, manufacture, transporta- 
tion and distribution within exclusive fields of domestic commerce, so has there been 
a similar vertical integration involving both domestic and foreign commerce. Pro- 
duction and transportation in the country of origin of goods to be exported and 
distribution and marketing in the country of destination of imported goods have 
normally become essential operations in connection with international trade in the 
goods involved. Restrictions imposed upon or discriminations practised against an 
American enterprise in domestic business in a foreign country may result in obstruct- 
ing the international trade carried on by that enterprise as effectively as a direct 
burden on international trade, such as exorbitant customs duties. Conversely, the 
elimination of high customs duties may not serve to clear the channels of interna- 
tional trade if there remain such obstructions in the domestic trade within one of 
the countries involved. 

Since the beginning of the present century the commercial enterprises of the 
United States have expanded their direct investments abroad until before the war 
it was estimated that they held some $7,000,000,000 of direct investments in other 
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countries.*° American direct investments in Latin America as a whole in 1940 were 
estimated at around $2,800,000,000.*! 

By and large, these direct investments of American enterprises are essential to 
the foreign commerce of the United States. They include oil fields, mines and 
other facilities for the production of raw materials destined for importation into the 
United States or for shipment into other foreign countries. They also include dis- 
tributing facilities for goods exported from the United States and all that goes with 
integrated enterprises for the marketing abroad of American products. An Amer- 
ican exporter begins, for example, exporting gadgets to Morocco and selling them to 
a local importer, who may also deal in many other commodities. The American 
concern becomes aware that the importer is not making any great effort to develop 
consumer demand for these gadgets, and therefore qualifies a branch or organizes a 
subsidiary in Morocco to handle the distribution. As demand for the gadgets devel- 
ops, marketing facilities are constructed or acquired, and ultimately the American 
concern may be impelled, by the impracticability of competing with local concerns 
on the basis of imported products, to install local manufacturing facilities. Even in 
this final development the local business contributes to the foreign commerce of the 
United States in that usually materials, and almost certainly manufacturing machin- 
ery, will be obtained from the United States; and, while the development of the 
business, the employment of local personnel and the availability for local consump- 
tion of the articles manufactured are beneficial to the country in which the business 
is conducted, the profits from the business, as well as the salaries paid to American 
personnel, enhance the national purchasing power of the United States. Irrespective 
of tariff barriers, if the operation of these businesses abroad became impossible by 
reason of local restrictions or discriminations, the foreign trade between the United 
States and these foreign countries would be seriously affected. 

Thus the United States has a tremendous stake in maintaining the integrity of 
these substantial investments of American concerns, not only by reason of their in- 
trinsic value, but also by reason of their importance in furthering international trade. 
While it is important to the maintenance of these businesses to obtain moderate and 
non-discriminatory customs duties on the products and materials imported from the 
United States into the foreign countries in which they operate, it is equally and 
sometimes more important that these American concerns should be secure in their 
investments abroad and free within these foreign countries from discriminatory 
taxes and burdensome restrictions of other characters. 

In the second place, prior to the commencement of World War II there had 
developed throughout the world nationalistic policies in many countries aiming, in 
the case of some of our World War II enemies, at the economic and political con- 
quest of other nations and, in the case of other countries, at self-sufficiency frequently 
invoked as a defensive measure against the economic activities of others. ‘These poli- 


®° Economic Series No. 20 (U. S. Bur. of For. & Dom. Comm., “American Direct Investments in 


Foreign Countries—1940"’) 4. 
811d. at 5. 
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cies were implemented by government control over industry, by discriminatory meas- 
ures against foreigners in local business, by subsidies, by foreign exchange control, 
by quantitative restrictions on imports and exports, and sometimes by monopolies 
created for the importation and exportation of commodities or by government- 
controlled companies which competed with private enterprises engaged in the same 
fields of industry. Through these implements the government of one country would 
bargain bilaterally with another for preferential position in trade, with resulting dis- 
criminations against other countries. 

Throughout most parts of the world there was increased participation in inter- 
national commerce by governments. Associations with many of the characteristics 
of cartels were organized at the suggestion of or under compulsion from govern- 
ments. Similar associations previously created by private interests came under gov- 
ernmental regulation and sponsorship and were turned into weapons of economic 
warfare. Among the major nations of the world, probably the United States alone 
did not participate in an important way in this development. The few commodity 
agreements to which the United States was a party before 1941 represent the major 
deviations from its foreign economic policy of fostering private enterprise in interna- 
tional trade free of government control or participation. In the critical period before 
Pearl Harbor, these few exceptions modify only slightly the contrast between the 
policy of the United States and that of most foreign countries with an important 
position in international trade. 

Thus World War II broke upon a world where, except in the United States, gov- 
ernmental controls over business were the rule rather than the exception and where 
government participation in business had become a not infrequent phenomenon. The 
commercial treaties of the United States had been created in a period when free 
enterprise was the rule and monopoly substantially an untried experiment, many 
treaties having been drafted when corporations were still too novel an institution to 
be mentioned and when the devices which were to become the principal weapons of 
economic nationalism had still to be invented. 

In the United States as well as abroad, the war brought impetus to ‘‘\: trend 
toward government control over and participation in international business. Export 
licenses, export price control and the Trading-with-the-Enemy regulations were 
imposed in the United States in the small area of foreign commerce which remained 
in private hands. Lend-Lease and government operation of the American merchant 
marine represented the principal direct activities of the United States Government in 
foreign trade (exclusive of those incidental to our military operations abroad), while 
humerous government corporations such as Rubber Reserve Company and United 
States Commercial Company sent their representatives abroad to acquire supplies of 
critical materials needed here or to preempt similar materials needed by the enemy. 
Practically no transaction in foreign trade could be consummated in any country 
without governmental intervention. 
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Recent TRENDS 

During the war (1942-1945), the 1936 Treaty with France for the Avoidance of 
Double Taxation was revised effective 1945.°* A similar treaty with Great Britain 
has also been negotiated but has not yet been ratified by the United States Senate.** 
Substantial progress was made in obtaining international agreements relative to 
aviation and, with the extension of the Reciprocal Trade Agreements Act. agree- 
ments under its provisions were entered into with Peru (1942),°* Iceland (1943), 
Mexico (1943),°® Uruguay (1943)*" and Iran (1944).** On the other hand, during 
the war no treaties of friendship, commerce and navigation were entered into nor, 
except as stated above, other comprehensive types of agreements providing protection 
for American nationals against restrictions and discriminations imposed by foreign 
countries. During this period hopes for a better post-war international world cen- 
tered on the United Nations Organization and, within the sphere of trade and 
finance, on the Organization’s Economic and Social Council and various multilateral 
organizations expected to be operated under the latter’s auspices. These include the 
Food and Agricultural Organization, the International Civil Aviation Organization, 
the International Monetary Fund, the International Bank for Reconstruction and 
Development, and the International Trade Organization hereinabove referred to. The 
Anglo-American Petroleum Agreement,*® constituting a consultative pact between 
Great Britain and the United States as a preliminary to the calling of a conference 
of all interested nations to discuss a multilateral agreement along the same general 


lines, is expected to fall into this framework. 

In 1937 the United States had entered into a five-year compact designed to reg- 
ularize the production and marketing of sugar.*° It was signed by twenty-two na- 
tions. It had two broad objectives, establishing export quotas for producing countries 
and creating a council sitting permanently to study questions relating to sugar. In 
1940 a somewhat similar commodity agreement was entered into in regard to 
coffee,*! and in 1942 the wheat agreement became effective.*? These agreements con- 
stitute efforts by governments to deal with international trade in raw materials of 
which there exists or threatens a burdensome world surplus. The National Foreign 
Trade Convention has declared such agreements to be admissible “only in time of 
war or other international emergency or where considerations of national policy in 
the political or economic sphere outweigh the advantages of private trade and the 


*? Treaty Series 988. 

** Transmitted by the President to the Senate April 24, 1945, Senate Executive D, 79th Cong. 1st 
Sess. 

** Executive Agreement Series 256. 

*5 Executive Agreement Series 342. 

°° Executive Agreement Series 311. 

57 Executive Agreement Series 276. 

*® 58 Srar. (pt. 2) 1322, Executive Agreement Series 410. 

*° Senate Executive E, 78th Cong. 2d Sess. (1944). At date of writing, not yet ratified by the United 
States Senate. 

4° Senate Executive T, 75th Cong. 1st Sess. (1937); Treaty Series 990. 

“55 Srat. (pt. 2) 1143, Treaty Series 970. 

*? Executive Agreement Series 384. 
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freedom of the market place.”** The Proposals for Expansion of World Trade and 
Employment would restrict consideration of commodity agreements only to times 
when “measures for increasing the consumption of a commodity are unlikely to 
operate quickly enough to prevent excess supplies of the commodity from accumu- 
lating.”** It is also suggested in the Proposals that such agreements should not re- 
main initially in effect for more than five years, and should be renewed only if 
substantial progress toward a solution of the underlying problem has been accom- 
plished or if the renewed agreement is so revised as to be effective for this purpose. 

Thus there have been official and unofficial pronouncements in the United States 
against undue use of commodity agreements for the orderly development of inter- 
national trade. To the extent, however, that international trade is in the post-war 
world to be carried on by or under control of governments, the future importance 
of commodity agreements should not be minimized. A trend in the United States 
toward reversion to the free enterprise system would not necessarily free international 
trade from intervention by foreign governments. If foreign governments intervene 
it may be necessary for the United States Government to do likewise for the pro- 
tection of the free enterprise system itself. 

With the cessation of hostilities there has been some relaxation of controls over 
foreign trade by the United States but little, if any, comparable trend in foreign 
countries is as yet visible. Nationalization programs with incidental expropriation 
of American -properties are in effect in eastern Europe and reported to be under 
consideration in countries of western Europe. In the areas liberated from enemy 
domination, the disproportion between the demand for imports and available means 
through exports or foreign exchange with which to pay for them—even should this 
country grant liberal credits—makes it appear unlikely that these areas can soon 
relinquish their control over imports, exports and foreign exchange transactions. 
The necessity for the early rehabilitation of destroyed industries on an efficient basis 
makes it appear likely that the governments in these liberated areas will continue 
to sponsor if not to participate in these industries. In other areas not so directly 
affected by the war, experiments have been initiated in various forms of partner- 
ships between government and private business for the more rapid industrialization 
of the national economic life. 


Prospects FoR MopiFIcaTION OF Restrictive Po.icies 


There seems no doubt but that the post-World-War-II period will prove to be 
one of conflict between two economic currents—one a continuation of the trend to- 
ward economic nationalism, which was a contributory cause of the war, and the other 
the trend first visible in the Reciprocal Trade Agreements program in the direction 
of international commerce on a multilateral basis. Since post-war international re- 
lationships are now taking form, it would seem that the United States, because of 
its important position in international trade, should promptly endeavor to negotiate 


“® Nar’L For. TRaDE Council, op. cit. supra note 26, in Principle XVII. 
“* Dep’ oF STATE, op. cit. supra Note 1, at 20. 
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treaties establishing appropriate principles applicable to these relationships. Such 
action by the United States would not be inconsistent with the operation of the 
International Trade Organization as proposed. On the contrary, the establishment 
between two nations or among a limited group of nations of these principles might 
expedite their ultimate acceptance on a broad multilateral basis by all the members 
of the International Trade Organization. 

The restrictive policies which we are considering are those of sovereign nations. 
Modification thereof can be obtained only (1) by legislation of some super-national 
organization whose regulations will find compulsory acceptance, or (2) by the volun- 
tary action of nations themselves, either unilaterally or through the adoption of 
multilateral or bilateral treaties or international agreements. 

It seems unlikely that in the near future there will be any super-national organ- 
ization which can dictate to the sovereign governments of the world as to the eco- 
nomic policies which they should follow. Neither the United Nations Organization 
nor the International Trade Organization as projected contemplates any such form 
of world government. 

We believe it true that international trade on a multilateral basis and security 
for the investments of nationals of one country within the territory of another, with 
a minimum of governmental restrictions and discriminations, represent a sound long- 
range goal for each country from the point of view of its own welfare. Any step 
in that direction, however, is likely to cause short-range damage to particular inter- 
ests or to run contrary to national prejudices. As stated in the Analysis of the 
Proposals for Expansion of World Trade and Employment, “Every country has its 
own kind of restrictions adapted to its own situation, and can hardly be expected to 
throw off its peculiar armor unless the other kinds of armor, employed by other 
countries, are thrown off at the same time.”*° Whether many nations acting alone 
will make much progress toward the goal of unrestricted trade may be doubted. At 
the present time there is no indication of any voluntary trend in that direction. 
Progress toward the elimination of restrictions and discriminations as a result of 
the operation of the International Trade Organization cannot be expected to be 
immediate. 

In the United States, restrictions and discriminations on foreign nationals and 
their business activities other than customs duties and import restrictions exist under 
various Federal and State laws, but in the aggregate they are of negligible signif- 
cance; customs duties remain the principal burden imposed by the United States 
on foreign trade; therefore, in negotiating with the United States foreign countries 
are less interested in obtaining treaties of friendship, commerce and navigation than 
they are in securing reduced customs duties through negotiation of reciprocal trade 
agreements. On the other hand, in the case of many foreign countries, the reduction 
of customs duties is of less importance to American foreign trade than relief from 
other restrictions and discriminations imposed on American nationals. It follows 


ad. ats. 
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that foreign countries are receptive to an invitation from the United States to nego- 
tiate reciprocal trade agreements, and one would expect the United States in many 
cases to press for the adoption of treaties of friendship, commerce and navigation. 
It would seem that the bargaining power of the United States, largely based on its 
control over American customs duties, may properly be used not only to secure from 
foreign countries reciprocal reductions in customs duties, as provided in reciprocal 
trade agreements, but also relief from restrictions and discriminations which fall 
outside of the scope of these agreements and are within the scope of other types of 
international agreements, including treaties of friendship, commerce and navigation. 

If Country A, for example, imposes or threatens to impose burdensome restric- 
tions on American concerns distributing American products in its territory by limit- 
ing unduly their right to employ American personnel or by discriminating against 
them in relation to internal taxation, an effort on the part of the United States to 
obtain a treaty to protect American concerns from such restrictions may be indi- 
cated. If, in a previously executed reciprocal trade agreement, the United States has 
exhausted its ability on a sound basis to reduce import duties on products imported 
from Country A, the negotiation of a treaty dealing with these restrictions may 
prove difficult. Country A is likely to take little if any interest in obtaining for its 
nationals in the United States reciprocal protection against those types of restrictions 
which it is important for American nationals to secure in Country A. If, however, 
the United States is in a position to propose simultaneous negotiation of a reciprocal 
trade agreement and of those other types of treaties or agreements which are im- 
portant to American nationals, the desire of Country A to secure tariff benefits in the 
reciprocal trade agreement might ensure success for the entire program. 

The discussions in the Autumn of 1945 dealing with the proposed credit to Great 
Britain constitute an outstanding example of negotiations which took into account 
all of the more important potential barriers to international trade for which either 
country might be responsible and which, from our point of view, were intended to 
create a congenial climate for international trade more rapidly than would be pos- 
sible by the multilateral arrangements contemplated in the United Nations Organ- 
ization. In presenting to Congress the financial agreement covering the British loan, 
President Truman stated, “Its most important purpose from our point of view is to 
cause the removal of emergency controls exercised by the United Kingdom over 
its international transactions far more speedily than is required by the Bretton Woods 


Agreements.”*¢ 


; ConcLusions 
Protection for American nationals in international trade in regard to those mat- 
ters dealt with in treaties of friendship, commerce and navigation is substantially 
inadequate due to the large number of countries with which we have no such 
treaties and due to the many years which have elapsed and the great changes in 


“* Message to Congress, January 30, 1946, reported in (Feb. 10, 1946) 14 Dep't oF State Butt. 
183, 184. 
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international trade which have occurred since a large proportion of existing treaties 
were drafted. With high rates of income taxation prevailing throughout the world, 
treaties for the avoidance of double taxation to protect against discriminatory and 
double taxation are of great importance. There are only four foreign countries with 
which the United States has comprehensive treaties of this type. Conventions for 
the protection of industrial property are likewise an essential part of our treaty sys- 
tem. The prompt negotiation of these various types of international agreements, as 
well as reciprocal trade agreements, is consistent with and should facilitate the func- 
tioning of the International Trade Organization. 

In the prompt negotiation of reciprocal trade agreements which will reduce 
customs duties on products imported into the United States, this country will be 
taking an important step toward the reduction of barriers imposed by it upon inter- 
national trade. In the case of many of the foreign countries with which these 
agreements are to be made, it is quite possible that for American nationals engaged 
in foreign trade the elimination of discriminations and restrictions of types not dealt 
with in reciprocal trade agreements is more important than the subjects therein dealt 
with. The negotiation of reciprocal trade agreements without contemporaneous con- 
sideration of commercial treaties and agreements of other types, such as treaties of 
friendship, commerce and navigation, treaties for the avoidance of double taxation, 
and treaties or conventions for the protection of industrial property, may involve the 
failure on the part of the United States to utilize important bargaining power de- 
rived from its ability, by the reduction of duties, to give products imported from 
foreign countries more adequate access to the American market. 

The most effective approach toward the development and modernization of our 
commercial treaty system would seem to require, in the case of any particular for- 
eign country, consideration of all matters in regard to which treaty protection was 
deemed desirable and the contemporaneous negotiation of all the various types of 
agreements necessary to cover these matters. 

Whether and to what extent international commerce in the post-war world will 
be returned to private enterprise free of undue governmental intervention is still un- 
certain. A constructive and forceful treaty program by the United States could do 
much to determine the future character of commercial relations between nations. 

















RESTRICTIVE BUSINESS PRACTICES IN 
INTERNATIONAL TRADE 


Joun E. Locxwoop* anp Wiit1aM C. ScHMEIssER, Jr.t 


INTRODUCTION 


The United States, in a manner and to an extent unparalleled in its history, is 
asserting leadership in all fields towards the reconstruction and rehabilitation of the 
world. It has already sponsored the organization of the United Nations, the Inter- 
national Monetary Fund, the International Bank for Reconstruction and Develop- 
ment, the United Nations Educational, Scientific and Cultural Organization and 
other international agencies in such fields as agriculture and aviation. It is currently 
sponsoring an international conference on trade and employment, which it hopes will 
create an international trade organization and will adopt a common statement of 
policy to which the participating nations will agree.’ In anticipation of such a con- 
ference it has published certain “Proposals for Expansion of World Trade and 
Employment.” 


* A.B., 1925, Williams College; LL.B., 1928, Harvard University; member of the Bar of New York 
and of the District of Columbia; Secretary to Mr. Justice Holmes, U. S. Supreme Court, 1928-29; Gen- 
eral Counsel, U. S. Office of Inter-American Affairs, 1940-44; Deputy Director, American Republics 
Office, Department of State, 1944-45; member of the firm of Curtis, Mallet-Prevost, Colt & Mosle, New 
York; contributor to legal periodicals. 

fA.B., Yale University, 1938; LL.B., Harvard University, 1941; member of Maryland Bar; U. S. 
Navy, 1941-1946; Office of the Administrator of Export Control, 1941; Liaison Officer for Board of Eco- 
nomic Warfare to Office of European Affairs, State Department, 1941-1942; currently associated with 
Curtis, Mallet-Prevost, Colt & Mosle, New York City. 

*The United States Proposals for Expansion of World Trade and Employment were originally an- 
nounced in connection with the public announcement of the British Loan Agreement on December 6, 
1945. On December 13th the United States issued invitations to fourteen nations to attend a preliminary 
conference, (1) to draft a tentative charter of an international trade organization, and (2) to negotiate 
specific reductions of trade barriers. On February 18, 1946, the Economic and Social Council of the 
United Nations approved a resolution calling an International Conference on Trade and Employment, 
and appointing a Preparatory Committee to draft an agenda and a draft Convention. It was originally 
planned to hold the Conference late in 1946, but because of difficulties attendant upon the outcome 
of proceedings in the United States Senate for the ratification of the British Loan Agreement, there has 
been a delay in the time schedule. 

The Secretary-General of the United Nations has announced that the Preparatory Committee would 
meet in London on the 15th of October, 1946. Following this conference, proposed tariff reductions 
will be presented to American industry for consideration, and then a conference of the fourteen nations 
invited to consider specific reciprocal tariff reductions will be held. Not until these preliminaries have 
been completed, will the Economic and Social Council call its International Conference on Trade and 
Employment. 

The convening of these meetings is currently being delayed pending the outcome of the proceedings 
in the United States Senate for the ratification of the British Loan Agreement, to which the United States 
Proposals were annexed. 

?Dep’r oF STATE, PROPOSALS FOR EXPANSION OF WorLD TRADE AND EMPLOYMENT (Pub. 2411, Com- 
mercial Policy Series 79, 1945). In this article, this document will often be referred to as “Proposals.” 
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In many phases of this program, the United States has faced a dual problem. On 
the one hand, it has sought common agreement upon emergency measures which 
would restore the world to a new political and economic equilibrium to replace the 
structure of political and economic relations destroyed by the war. On the other hand, 
it has sought to create international institutions and common agreement upon 
policies to be followed by the participating nations in the restored world? The 
problems of restoration of a world equilibrium are short term in nature but often 
very acute; the problems of permanent institutions and permanent policies are long 
term in nature and less immediate in their impact. Often there may be a real or 
apparent conflict between the measures necessary to obtain the short term objectives 
and the long term policies which can be resolved only by flexibility and compromise. 

In any consideration of any feature of the United States Proposals, it is essential 
at all times to have in mind the immediate and acute short term considerations. 
These are that most of the industrial and trading nations of the world are struggling 
to reconstruct economic systems dislocated, and in many cases almost destroyed, by 
the war. Industrial plant, transportation and communication facilities, banking and 
credit and trade mechanisms must be restored or replaced and set to working again 
after a six-year interval.* 

Not alone is there a problem of repairing destruction. In addition, there is a 
worldwide demand for industrial improvement and development, improved living 
standards and wider opportunities. Countries which were highly industrialized 


* Assistant Secretary Clayton, The Importance of International Economic Relations to World Peace 
(April 21, 1946) 14 Dep’r oF State BuLt. 677, 679: 

“Our problems are of two kinds. There are immediate problems, relating principally to the tasks of 
making good the material ravages of war. There are longer-run problems, involving the organization of 
the world economy to achieve the maximum output of goods and services and the elevation of living 
standards. The two are by no means independent of each other. If we should bungle the job of solv- 
ing the economic problems of the transition from war to peace, we shall certainly delay, and we may 
even lose, the opportunity to organize the world economy for enduring prosperity. In the eyes of 
people who !ack a roof over their heads today, the construction of a substantial dwelling for use in the 
future will have to wait.” 

For example, the Bretton Woods Conference provided for a Bank to make loans to meet immediate 
short-term needs, and a Monetary Fund designed to lessen currency fluctuations, essentialy a long-term 
measure. 

“Most important has been the recognition, which appeared first in the Joint Statement of Principles 
and has been carried over into the Bretton Woods Agreement of the special character of the transitional 
problems and the unsuitability of the Fund for handling them. The problems of relief, reconstruction 
and settlement of international indebtedness arising out of the war are specifically excluded from the 
range of the Fund’s operations. . .. The Bank, on the other hand, could be very useful in the tran- 
sition period itself and could help to create the more normal long-run conditions which are prerequisite 
to the successful operation of the Fund.” John H. Williams, International Monetary Plans After Bretton 
Woods (Oct. 1944) 23 ForEIGN AFFAIRS 40. 

““Even those European governments most eager to see their countries’ foreign trade move back to- 
ward normal were handicapped by the disorganized conditions left in the wake of the war—the de- 
struction of productive facilities, the exhaustion of supplies, the disruption of transport and distribution 
channels, the scrambled ownership in industry, the inadequacy of foreign-exchange assets, the internal 
financial confusion, and often also the unsettled status of the governmental regime itself. These con- 
ditions were not equally serious in all these countries, but, in practicaly all that had been directly involved 
in the war, a large measure of governmental control and even direct official intervention in foreign trade 
arrangements seemed unavoidable, at least for a time.” Chalmers, Current Trends in Foreign-Trade 
Policies (Feb. 23, 1946) 22 ForeicN CoMMERCE WEEKLY 9. 
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need, not only replacements, but new, more modern equipment, reflecting the great 
technological advance which took place during the war. Countries of less industrial 
development, many of which did not suffer physical injury during the war, also are 
asserting their demands for an opportunity to increase their industrial development. 

When the United Nations consider the United States Proposals from the point 
of view of negotiation and acceptance and afterwards from the point of view of 
performance, their approach will necessarily be one of national self-interest which, 
in turn, will be a compound of world politics, military security, political and eco- 
nomic theory, and basic economic needs. High on the list of these considerations 
will, and should be, the question of how far the proposed policies will facilitate, in 
the immediate future, reconstruction and economic development. Accordingly, a 
basic test of the success of the United States in this phase of its leadership will lie 
in the flexibility with which it adapts its proposals for long term policies to the cur- 


rent needs of the world.® 


5 The Finat Act OF THE INTER-AMERICAN CONFERENCE ON PROBLEMS OF WaR AND Peace (Pan- 
American Union, 1945) pays especial attention to the problem of Industrialization and Economic Devel- 
opment. Resolution 50, entitled “Industrial Development,” of that Conference set forth that: 

“It is of mutual interest for industrialized countries and for those not yet industrialized to develop 
soundly-based industries in the latter; 

“Industrialization is an appropriate method for raising the level of living of the American peoples, 
deriving maximum benefit from their natural and human resources, and enlarging their international 
trade; 

“American economic solidarity will be stronger and more permanent by virtue of the growth of 
Inter-American commerce based upon such industrialization.” 

Resolution 51, entitled “Economic Charter of the Americas,” calls upon the participating nations to 
develop: 

“A constructive basis for the sound economic development of the Americas through the development 
of natural resources; increased industrialization; improvement of transportation; modernization of agri- 
culture; development of power facilities and public works; the encouragement of investment of private 
capital, managerial capacity, and technical skills; and the improvement of labor standards and working 
conditions, including collective bargaining, all leading to a rising level of living and increased con- 
sumption.” 

The Economic and Social Council of the United Nations, at its meeting in London in February, 1946, 
adopted a resolution calling for international conference on trade and employment. The agenda pro- 
posed embodied substantially the same language as the American “Proposals” but in addition included 
the following paragraph: 

“4, Requests the Preparatory Committee, when considering the foregoing items, to take into account 
the special conditions which prevail in countries whose manufacturing industry is still in its initial 
stages of development, and the questions that arise in connection with commodities which are subject 
to special problems of adjustment in international markets.” Dep’r or Stare Butt., April 21, 1946, 
p. 648. 

See also Spruille Braden, Foregn Trade Reconstruction—The Americus (Nov. 18, 1945) 13 Dep't oF 
State. BULL. 793. 

°“Under these dire circumstances, they have no choice but to continue or to increase the control 
of their economies by governments. They must conserve carefully their foreign exchange, allocating its 
use to items for which there is the greatest need. They must carefully control both imports and exports. 
They must seek to make trade arrangements where barter deals can be effected without disturbing their 
balance of payments. .. . 

“This pattern of trade restriction and trade barriers is not the result of free choice by the various 
nations. It is no devilish plot to shut the United States out of world trade, nor even to pursue the 
same sort of economic nationalism which was evident in the pre-war years. It is merely the result of 
compelling necessity. .. . 

“The world cannot be changed by any grand gesture. It will require time and patience and in- 
genuity and wisdom.” Willard L. Thorp, The Necessity for Foreign Investment (Nov. 25, 1945) 13 
Dep’r oF State Butt. 829. 
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The United States has come out of the war with vastly increased productive 
capacity. During the war, it has not only met the needs of its own army and its 
civilian economy, but it has supplied the armies of the United Nations in a productive 
achievement unparalleled in history. As a result, its economic strength is enormous 
and its bargaining position very great. At the same time, however, its enlarged 
productive capacity may be viewed as a threat by nations whose basic goal is to re- 
store and improve their productive capacity. These nations must not only get back 
into production, but must find export markets to pay for the cost of their recon- 


struction and development.’ 
Tue Untrep States Proposats 


The United States Proposals reflect a United States foreign trade policy which 
antedates the war. That policy has been undeviating in its logic since Cordell Hull 
as Secretary of State inaugurated his Trade Agreements Program in 1934.° It is a 
policy of breaking down, so far as possible, all barriers to the free flow of trade. It 
conceives that such a policy not only best promotes prosperity and full employment, 
but that it is an essential if world peace is to prevail.® 

The United States Proposals provide for the creation of an international trade 
organization to promote expansion of production, exchange and consumption of 
goods, the reduction of trade barriers and elimination of discrimination; “thus con- 
tributing to an expanding world economy, to the establishment and maintenance 
in all countries of high levels of employment and real income, and the creation of 
economic conditions conducive to the maintenance of world peace.” 

They contain a chapter on general commercial policy to be followed by the mem- 


™“The most effective step which the United States can take against discriminatory bilateralism is 
the acceptance of imports on more favorable terms. Of course, even this step is far from a guarantee 
against discriminatory agreements. Russia might decide that such agreements are the best way to drive 
favorable bargains with the rest of the world, just as Germany did during the thirties. Even Britain, 
confronted with the difficult problem of paying for food and other raw materials might adopt a policy 
of discriminatory bilateralism. She has already done so to a limited extent. But although a liberal 
policy by the United States toward imports is not a guarantee against bilateralism, a restrictive policy 
by the United States would ‘unquestionably force the development of a network of discriminatory agree- 
ments. If we desire international trade to be open to all nations on equal terms, we must spread 
hope and opportunity throughout the world by accepting imports more freely than in the past.” Sumner 
H. Slichter, Foreign Trade and Post War Stability (July 1943) 22 Foreicn AFFairs 674, 685. See 
also Bidwell, Imports in the American Economy (Oct. 1945) 24 Foreicn Arrairs 85. 

® The initial authority to negotiate the reciprocal trade agreements was contained in the Reciprocal 
Tariff Act of June 12, 1934, 48 Strat. 943. The first agreement negotiated under this legislation was 
the Trade Agreement with Cuba, signed August 24, 1934, and effective September 3, 1934. (United 
States Exec. Agreement Series No. 67.) 

*° “The sad fact is that the world is geared, right now, to continue economic warfare, using the full 
arsenal of weapons developed in the thirties and sharpened during the war. Neither we nor our 
neighbors have to learn the game; we know how to play it; we are organized to play it. The larger 
countries, especially the United States, Great Britain, and the Soviet Union, have merely to tighten 
their hold on the regions to which they have easy access and, perhaps, to capture other areas through 
exclusive contracts, discriminatory arrangements, and barter deals. If this were to happen—as it easily 
might—the world, instead of being drawn together through economic intercourse, would be split asunder 
into competing economic blocs. This is not the way to prosperity. It is not the way to peace.” Wilcox, 
The American Trade Proposals: Progress in Rebuilding a Stable World (April 4, 1946) 14 Dep’r oF 


Strate Butt. 630. 
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ber nations, which calls for reduction of tariffs and the elimination of tariff prefer- 
ences, export preferences, quantitative trade restrictions, and export subsidies and 
exchange controls. Throughout this chapter, there are provisions recognizing the 
necessity for a considerable transitional period and for the use of restrictive measures 
to meet emergency conditions. The chapter also recognizes that there are and will 
continue to be state monopolies of all foreign trade in some countries, and of indi- 
vidual products in others. Such monopolies are obligated to accord equal treatment 
to all member nations and to conduct their business on a basis of commercial 
considerations. 

Chapter V provides for intergovernmental agreements to impose restrictions on 
production, exports and allocation of markets, and other restrictions which may be 
necessary with regard to primary commodities. 

Chapter IV entitled “Restrictive Business Practices” calls for individual and con- 
certed efforts by the members to curb those restrictive business practices in inter- 
national trade (of which certain enumerated examples are given) which have the 
effect of frustrating the objectives of the organization. This chapter contains no 
exceptions with reference to any transitional period of special circumstances, or the 
meeting of any emergency situations. 

The present article will concern itself primarily with an analysis of some of the 
implications of Chapter IV of the Proposals. 

Tue ProposaL wirH Recarp To Restrictive Business Practices 


’ 


As was just pointed out, Chapter IV calls for individual and concerted “efforts’ 
by members of the proposed trade organization to “curb” restrictive business prac- 
tices which frustrate the objectives of the organization. As examples of such practices, 
it enumerates combinations or agreements (a) to fix prices and terms of sale, (b) to 
divide markets or territories, (c) to limit production or exports, (d) to suppress tech- 
nology or invention, (e) to exclude enterprises from particular fields, and (f) to 
boycott or discriminate against particular firms. 

Enforcement is left to the individual members. The International Trade Organ- 
ization can only receive complaints, and make reports and recommendations. There 
is provision for cooperation between members for the “making more effective any 
remedial order which has been issued by a duly authorized agency of another mem- 
ber.” In the preliminary analysis which accompanies the Proposals, it is stated: 

“In the United States enforcement would continue to be by judicial proceedings under the 
Antitrust Laws.” 

Chapter IV is very general in its terms. It covers only one printed page of text. 
There is no description of the administrative or judicial processes by which it would 
be made effective. 

A recent article in the State Department Bulletin by an officer of that Depart- 
ment’s Office of International Trade Policy, discusses this chapter of the Proposals.’ 


20-Terrill, The American Trade Proposals: Restrictive Business Practices (March 24, 1946) 14 Dep’ 
oF STATE BULL. 455. 
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This article discusses the difficulty of obtaining international agreement upon precise 
definitions of what restrictive business practices should be regarded as illegal. It 


points out that: 


“Traditions, customs, legal systems and administrative proceedings, however, are too di- 
verse among countries to entertain a sanguine hope now for this achievement in a short 
time. Even if this end could be accomplished, the greatest common denominator of 
accord among the governments might still be quite small.”" 

Accordingly, the author explains that this chapter of the Proposals would estab- 
lish an agreement in principle among the nations that restrictive business practices 
should be curbed, but would establish the specified list of practices as only prima 
facie violations. The author states: 

“The merit of this proposed agreement lies in its flexibility and its prospects for early 
operation.”?2 

We may then understand that the United States Government, through this Pro- 
posal, is seeking to obtain agreement on a rather general principle, which would 
establish a target or goal towards which it will be the policy of this government to 
seek as rapid progress as possible. The goal would be substantially uniform policies, 
legislation, and measures to curb or eliminate restrictive business practices by each 


of the participating nations.” 
Tue Basic Poticy SHoutp Have Futy Support 1n tHE UNIrep Srares 


The basic policy of which this Proposal is an expression is widely accepted as 
sound by American public opinion, and has been given legislative expression by our 
anti-trust laws. It is a policy based upon a belief that competition between individ- 
uals and enterprises results in the production of the best product at the best price 
and that hence the public interest is best served. The theory has been stated in 
terms of its effect upon the individual and his contribution to society by Mr. Justice 
Brandeis in his book “Business—A Profession.” Among other expressions upon this 
subject he stated: 


“Already the displacement of the small independent business man by the huge corporation 
with its myriad of employees, its absentee ownership and its financier control presents a 
grave danger to our democracy. The social loss is great; and there is no economic gain. 
But the process of capitalizing free Americans is not an inevitable one. It is not even in 
accord with the natural law of business. It is largely the result of unwise, man-made, 
privilege-creating law, which has stimulated existing tendencies to inequality instead of 
discouraging them.” "4 

12 Td. at 490. 38 Thid. 

*® This article does not consider the question as to whether or not the United States is likely to ob- 
tain acceptance of its Proposals and specifically of Chapter IV. For purposes of this article, it will be 
presumed that at the projected international conference the United States Proposal on restrictive business 
practices will be adopted verbatim. That presumption applies to all that follows in this article. 

The text of the United States Proposal does not mention the word “cartel,” although this term is 
often applied to the subject matter. The word is used in the introduction. Since the text is, by 
hypothesis, the language of the agreement which will be adopted, this article does not use the word 
“cartel,” but throughout refers to “restrictive business practices.” 

14 BranDEIS, Businrss—A Proression (1914) 223. 
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The theory has been more recently stated by Judge Learned Hand as follows: 


“Many people believe that possession of unchallenged economic power deadens initiative, 
discourages thrift and depresses energy; that immunity from competition is a narcotic and 
rivalry is a stimulant, to industrial progress; that the spur of constant stress is necessary 
to counteract an inevitable disposition to let well enough alone. Such people believe that 
competitors versed in the craft as no consumer can be, will be quick to detect opportunities 
for saving and new shifts in production, and be eager to profit by them.”!5 


16 


This theory is widely accepted in the United States. We do not apply it with- 
out exceptions, or to the limit of its logic, but it is a general guidepost for our con- 
duct. It is the theory of liberal capitalistic democracy upon which our whole polit- 
ical and economic system is based. It would presumably be to the best interest of the 
United States that this theory should prevail throughout the world. 

In so far as Chapter IV of the Proposals is an embodiment of that theory, it 
should have full support. We should all wish to our negotiators the fullest success 
in obtaining its adoption."* 

But this chapter is more than a statement of a theory to which we subscribe and 
to which we seek adherence by others. It is a proposal for an international agree- 
ment between nations from which definite and immediate consequences will result 
affecting directly the citizens of those nations. Unlike the other chapters of the 
Proposals, this provision does not call for a relaxation of Government activity. It 
calls for activity against individuals or corporations. to suppress or curb agreements 
or activities which the individual or corporation would otherwise undertake. We 
must therefore, direct our attention to the application of the theory. 


Tue ProposaLs AND THE Unirep States AntTI-[ Rust Laws 


The United States Proposals provide that each of the member nations shall obli- 
gate itself to make efforts to curb restrictive business practices. Each nation is to 
adopt and enforce its own statutes or decrees designed to advance the purpose. Pro- 


25 United States v. Aluminum Co. of America, 148 F. (2d) 416, 427 (C. C. A. 2d, 1945). 

1°“In the United States, government policy, widely supported by public opinion, is hostile to the 
participation of American firms in international cartels. The maintenance of the American system of 
private enterprise is grounded on the assumption that it is a competitive system and that active com- 
petition among our business firms is essential to promote technical progress and to insure an equitable 
division of the national income.” BipweLt, A CoMMERcIAL PoLicy For THE UNirep Nations (The 
Committee on International Economic Policy, 1945) 49. 

17 The United States Proposal with respect to restrictive business practices had its origin in a letter 
of September 6, 1944, from President Roosevelt to Secretary of State Hull which set forth that: 

“During the past half century the United States has developed a tradition in opposition to private 
monopolies. . . . This policy goes hand in glove with the liberal principles of international trade for 
which you have stood through many years of public service. . . . Unfortunately a number of foreign 
countries, particularly in continental Europe, do not possess such a tradition against cartels... . I hope 
that you will keep your eye on this whole subject of international cartels because we are approaching 
the time when discussions will almost certainly arise between us and other nations.” (Sept. 10, 1944) 
12 Dep’r oF STaTE BULL. 254. 

To this letter Secretary Hull replied on September 11, 1944: 

“I shall continue to follow closely the progress of this work on the subject of international cartels, 

. in the near future, and consistent with the pressing demands of the war upon your time, I want 
to present to you in more detail plans for discussion with other United Nations in respect to the whole 
subject of commercial policy.” (Sept. 17, 1944) 12 Dep’r or State Buu. 292. 
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vision is made for cooperation between members to make more effective any remedial 
action which may have been taken by a member. The International Organization 
itself is not authorized to take enforcement measures. 

Thus the measures to curb restrictive practices are to be taken by the different 
nations acting individually. The International Organization is assigned only a co- 
ordinating role. The Proposals provide for an international policy but not for 
international enforcement. 

In its analysis of the Proposals, the United States Government announces that 
“in the United States, enforcement would continue to be by judicial proceedings 
under the anti-trust laws.” No adequate appraisal of Chapter IV of the United States 
Proposals can therefore be made which fails to take into consideration the current 
policies, legislation, and procedures of the United States Government with respect 
to enforcement of the anti-trust laws. This is the case not only because the United 
States has said that it will continue to enforce those laws as it has in the past, but 
also because of the implication that other nations may be expected to adopt similar 
laws and procedures. 

No administrative machinery is provided for the interpretation of our anti-trust 
laws. Individuals and business enterprises are called upon to conduct their affairs 
at the peril that, if they misinterpret the meaning of the general legislative language, 
they will be subjected to punitive action. Enforcement takes the form of criminal 
or civil proceedings presented by the Department of Justice before our courts. 

These criminal or civil proceedings may be brought long after the events took 
place which are the subject of the proceedings.'"* They may be initiated at a time 
when enforcement policies and judicial interpretations of the general language of 
the statutes have altered radically from those which prevailed when the acts com- 
plained of took place. 

The proceedings may result in a judgment for the defendant, but often only 
after weeks of trial, thousands of pages of testimony and exhibits, and protracted 
appeals involving enormous expense and interruption of the services of key defend- 
ants or their officers. Often such proceedings terminate through negotiations re- 


18 For example, in the Aluminum case, supra note 15, the transaction involved could be said to have 
commenced in 1889 when the patent on the manufacture of pure aluminum was obtained, or perhaps 
better in 1909 when the ultimate patent expired. As Judge Hand stated in that case: “The most im- 
portant question in the case is whether the monopoly in ‘Alcoa’s’ production of ‘virgin’ ingot secured by 
the two patents until 1909 and in part perpetuated between 1902 and 1912 by the unlawful practices, 
forbidden by the decree of 1912, continued for the ensuing 28 years.” Supra note 15, at 422-423. 

In the Hartford-Empire case the transaction extended over a period beginning about 1904 and until 
the time of the trial. Hartford Empire Co. v. United States, 323 U. S. 386 (1945). 

2°In the Aluminum case the bill of complaint was filed in April, 1937, the action went to trial in 
June, 1938, and the trial lasted without much interruption until August, 1940. When the case was 
closed more than 40,000 pages of testimony had been taken. The trial judge delivered an oral opinion 
from September 30 to October 9, 1941, and supported it with 407 findings of fact. Supra note 15, at 
421. The final decree in this case was entered on April 23, 1946, just nine years to the day from the 
filing of the complaint. In the Hartford-Empire case the trial lasted 112 days. The court filed an 
opinion of 160 pages, 628 findings of fact, and 89 conclusions of law, and entered a decree covering 46 
printed pages and comprising 60 numbered paragraphs. The printed record contained over 16,500 pages. 
323 U.S. at 392. 
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sulting in a consent decree which enjoins the defendant against various types of 
conduct into the infinite future. 


A decision for the government may result in criminal penalties or a similar de- 
cree, or both. Such decrees are normally broad in scope and often contain “report 
clauses” calling upon the defendant to file with the Department of Justice any future 
restrictive agreements of a specified type.”° 


The United States anti-trust laws are primarily a matter of our domestic policy. 
But they also, by their terms, apply to our foreign commerce. In its earliest inter- 
pretation of their application to foreign commerce, the United States Supreme Court 
gave a limited interpretation of their extraterritorial affect. In American Banana 
Co. v. United Fruit Co." which involved an action for triple damages under the 
Sherman Act by reason of acts which had taken place entirely outside the United 
States and principally in Costa Rica, including acts of the Costa Rican Government, 
the court refused to apply the Sherman Act even though United States own citizens 
were involved, because the acts involved were performd abroad. In that case, in 
reaching this decision, the court said: 


“But the general and almost universal rule is that the character of an act as lawful or 
unlawful must be determined wholly by the law of the country where the act is done. 
Slater v. Mexican National R. R. Co., 194 U. S. 120, 126. This principle was carried to 
an extreme in Milliken v. Pratt, 125 Massachusetts, 374. For another jurisdiction, if it 
should happen to lay hold of the actor, to treat him according to its own notions rather 
than those of the place where he did the acts, not only would be unjust, but would be 
an interference with the authority of another sovereign, contrary to the comity of nations, 
which the other state concerned justly might resent. Phillips v. Eyre, L. R. 4 Q. B. 225, 
239; L. R. 6 Q. B. 1, 28; Dicey, Conflict of Laws (2d ed.), 647. See also Appendix, 724, 
726, Note 2, ibid.” 


But there are later numerous decisions indicating that the anti-trust laws will be 
applied if any single step in a chain of action occurs in this country, or if acts 
abroad cause effect here and jurisdiction can be had over the parties.”* 


If United States commerce is affected, enforcement action may be taken against 
foreign citizens or foreign corporations.?* Such action has been initiated with re- 
spect to transactions within the jurisdiction of a foreign government, both as to the 


20 A discussion of such report clauses can be found in Oseas, Anti-trust Prosecution of International 
Business (1944) 30 Corn. L. Q. 42, 60. 

208 213 U. S. 347 (1909). 

*2 United States v. Pacific and Arctic Railway Co., 228 U. S. 87 (1917); United States v. Sisal Sales 
Corp., 274 U. S. 268 (1927). 

#2 United States v. Nord Deutscher Lloyd, 223 U. S. 512 (1912); United States v. Hamburg American 
Line, 239 U. S. 466. Currently pending are DeBeers Consolidated Mines v. United States, 325 U. S. 
212 (1945), in which the defendants were three corporations organized under the laws of South Africa, 
corporations organized under the laws of the Belgian Congo, under the laws of Portugal, of Belgium 
and of the United Kingdom, together with a number of individuals. In that case, in view of the diffi- 
culty of obtaining personal jurisdiction over the parties, an attempt was made to obtain an injunction 
which would, in effect, freeze their bank accounts in the United States. The court held that the in- 
junctive relief should be denied and reversed the decree of the court below granting it. The decision 
was five to four. 
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place of the making of the agreement and as to the place of its performance.”* The 
transactions may be entirely valid under the laws of the foreign government or even 
approved by that government. Neither approval by the foreign government of the 
transaction nor its participation therein will prevent the United States from initiating 
enforcement measures under its anti-trust laws.** 

The question of determining when United States commerce is affected presents 
problems of great difficulty. As Judge Learned Hand pointed out in the Aluminum 


case: 


“Almost any limitation of the supply of goods in Europe, for example, or in South Amer- 
ica may have repercussions in the United States if there is trade between the two.”?5 


In that case, the court analyzed at some length the tests as to when a transaction 
affected foreign commerce sufficiently for the purposes of the anti-trust laws. It dis- 
cussed the importance of intent as related to performance. For purposes of the case, 
it assumed that intention to affect that commerce was not enough unless the per- 
formance should be shown actually to have had some effect upon it. It also held, 
however, that if an intent to affect our imports or exports was proved, the burden of 
proof shifted to the defendant to show that the intent was not carried out in actual 


results. 
For present purposes, it is not necessary to analyze the precise limits of this juris- 


?8In the DeBeers Consolidated Mines case, supra note 22, the counsel for the United States sub- 
mitted an affidavit which stated that “The investigation which he has made shows the foreign corporate 
defendants named herein have endeavored to avoid subjecting themselves to the jurisdiction of the courts 
of the United States by making their sales abroad only and requiring customers to pay in advance for 
all purchases.” 

** Wendell Berge, Assistant Attorney General of the United States, states: 

“Our courts may control foreign citizens or corporations operating wholly in foreign territory, where 
their operations extend into the domestic and foreign commerce of this country... . It is recognized 
that some cartel arrangements are instigated by or under cover of foreign governmental authority, but 
unless the cartel arrangements complained of are solely participated in by the foreign government, the 
situation is not altered. 

“While a foreign sovereign may have immunity from suit, such immunity does not apply to private 
individuals or organizations even though they may be acting pursuant to the laws of their own country, 
or though a foreign government may have a substantial financial interest in the challenged organization 
and activities.” BrrcE, CARTELS: CHALLENGE TO A FREE Wor.p (1944). 

See also the substantially similar statement by Kreps, A Carte Portcy For THE UNITED NATIONs 
(1945) 84-85. The precise application of the policy above stated to particular situations is not entirely 
clear. There may be a number of different variations of the situation referred to. For example, (a) 
the foreign nation may have no legislation on the subject of restrictive practices; (b) the law may be as 
in (a) but the foreign government may have given more or less formal indication of its desires that 
certain restrictive practices should be followed, or of its approval of them; (c) the law may be as in 
(a) but the government may, through loans or through partial ownership, have a participation in man- 
agement through which it causes the restrictive action; (d) the law may provide for regulation of 
restrictive practices, but the particular kind may either not be forbidden or be expressly permitted; (e) 
the law may provide for administrative regulation of restrictive practices and the particular practice may 
have been approved; (f) the law may require that certain restrictive practices be engaged in. The authors 
interpret the above quotation as indicating the belief of the chief enforcement officer for our anti-trust 
laws that in every one of those cases the defendant would be subject to proceedings under our anti-trust 
laws if our commerce could be shown to be affected. The only defense which would be recognized is 
sovereign immunity. In this connection, see Clayton, Private Barriers to International Trade (May 20, 
1945) 13 Dep’r oF STATE BULL. 933, 937. 

26 United States v. Aluminum Co. of America, supra note 15, at 443. 
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diction. The substance of the matter is that the United States. anti-trust laws, as 
now interpreted, apply to acts abroad and may be enforced where jurisdiction over 
the parties may be obtained here. 

The Proposal throws no light on the subject of jurisdiction. By its terms it calls 
for action by each nation to curb restrictive business practices “in international 
trade.” Presumably, any nation, including the United States, could adopt legislation 
applying its enforcement measures to any restrictive practices “in international 
trade,” regardless of whether the trade of that particular nation was affected. It 
could be urged that such action was taken in support of the international obligation. 
There has been no hint given as to whether the United States would seek so to 
amend its own anti-trust laws as to confer upon it this broadened jurisdiction or 
whether we would merely continue to enforce those laws as they stand. It would 
seem reasonable to assume, however, that the Department of Justice, in the event of 
the adoption of the Proposal, would seek to implement it with enforcement as vig- 
orous and as broad in scope as the law and Congressional appropriations would 
authorize. It is currently pressing for broad interpretations of the extraterritorial 
effect of the anti-trust laws. Vigorous enforcement in cases of foreign trade could 
be pointed to as support by the United States of its obligations and would conform 
to policies expressed by those responsible for anti-trust enforcement in this country.”* 


°° See Berce and Clayton, supra note 24. An indication of the purpose of the Department of Justice 
to seek the widest possible extraterritorial application of the anti-trust laws may be found in the recently 
terminated proceeding to settle the decree against Aluminum Ltd., one of the parties to the United States 
v. Aluminum Co. of America. In connection with the settlement of that decree, Aluminum Ltd. proposed 
the inclusion of a clause restricting the application of the decree territorially. The form of the clause 
was substantially the same as similar clauses which had been included in the decrees settling United 
States v. Allied Chemical and Dye Company, CCH Trade Reg. Serv. 1941-43, 952, 606, X, and United 
States v. Imperial Chemical Industries (NY) Ltd., CCH Trade Reg. Serv. 1941-43, 952, 791, VIII. The 
Department of Justice opposed the inclusion in the decree of such a clause limiting its extraterritorial 
effect. The court, in entering judgment, included a clause for territorial limitation reading as follows: 

“This judgment shall have no effect with respect to operations or activities outside the U. S., its 
territories and the District of Columbia not violative of the Anti-Trust Laws in force at the time of such 
operations or activities. Nor shall this judgment have any effect with respect to operations and activities 
within the U. S., its territories and the District of Columbia relating exclusively to acts and operations 
outside the U. S., its territories, and the District of Columbia not violative of the Anti-Trust Laws in 
force at the time of such operations or activities.” 

In addition, in the settlement of this decree, the Department of Justice requested the inclusion of a 
report clause reading as follows: 

“That Aluminum Limited, its officers and directors, and their successors, transferees, and assignees be 
and they hereby are ordered to file with this court and to serve upon the Atty.-Gen., thirty days prior 
to the execution thereof, a copy of any agreement to which Aluminum Ltd., its successors, transferees, 
or assignees may become a party, directly or indirectly, through subsidiaries, affiliates, agents, or other- 
wise, and any modification or amendment thereto, which limits or restricts competition in the production 
or sale of aluminum or products fabricated therefrom in any market of the world outside of the 
United States, including, but not limited to any agreement which limits production, fixes prices, allo- 
cates customers, fixes sales quotas, or otherwise restricts sales or which provides for a continuing exchange 
of patents or technological information.” (Italics supplied.) 

The court, in entering the decree, did not include such a provision. 
As is pointed out in Oseas, stpra note 20, at 61: “The special report clause is apparently still in the 
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In the light of the foregoing, we may summarize the United States Proposal as 
seeking international agreement to a generalized statement of policy directed to the 
curbing of restrictive business practices. The undertaking is to be given effect by 
the United States, through the enforcement of its own laws by criminal or civil 
proceedings instituted with respect to any persons regardless of nationality, and with 
respect to any transactions regardless of situs, provided (a) that United States com- 
merce is affected or possibly (b) wherever international trade is affected. 

The United States policy of enforcing extraterritorially its anti-trust laws is a 
purely nationalistic policy whose wisdom may be doubted. It represents a determi- 
nation on the part of this country to make its anti-trust policy effective, so far as 
possible, all over the world, regardless of the policies of other nations. The state- 
ment in the United States Analysis of its Proposals that it will continue to enforce 
the anti-trust laws may be regarded as a warning to all other nations that it will 
continue to seek to do just this. 

It is difficult to see how such a policy can be suggested as a basis for international 
agreement. If the United States can seek to enforce its policy extraterritorially, 
surely every other nation can do the same. The result would seem inevitably to be 
conflicts between national policies whose immediate impact would fall upon those 
endeavoring to carry on international trade. 


Tue Proposats Must Be Fiexiste ENoucH To ALLow FoR DIVERSITY 
IN Basic APPROACH 


The Proposal calls for very general agreement between the nations to curb those 
restrictive business practices in international trade which have the effect of frus- 
trating the objectives of the Organization to promote expansion of production and 
trade, equal access to markets and raw materials, and the maintenance in all coun- 
tries of high levels of employment and real income. It then leaves it up to each 
nation by its own laws and procedures to determine what are the prohibited re- 
strictive practices and to punish them. 

Such a plan for unilateral application of a general principle might result in a 
workable degree of uniformity and mutual understanding and cooperation if the 
subject matter were relatively simple and if there were among the nations substan- 
tial agreement on the fundamentals. It could then be presumed that on any given 
state of facts they would reach substantially the same result. Accordingly, in any 
case in which the United States would be taking enforcement measures with respect 


process of being worked out, and . . . is being progressively improved. The form used in the Aluminum 
Company decrees (a decree earlier than that above referred to) may indicate an attempt to achieve a 
system of filing cartel information.” 

The proposal of the Department of Justice to omit a territorial limitation clause and to include a 
world-wide report clause, is evidence that efforts will be made to project abroad to the furthest limit 
possible the application of our anti-trust laws. 
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to transactions in another country, it could be presumed that the law of that country 
would also prohibit such transactions. But neither the prohibition contained in the 
United States Proposal, nor the language of our own Sherman Act (which prohibits 
contracts or combinations in restraint of trade) has such simplicity and definiteness 
as to lead to such a result. 

Our own experience with the Sherman Act clearly demonstrates the complexity 
of the problem. It takes months of trial, thousands of pages of testimony and ex- 
hibits, and a long series of court decisions to determine whether one particular set 
of transactions violates our law. We have been administering the Sherman Act for 
half a century and yet the body of judicial decisions which has evolved during that 
half century does not furnish any simple set of rules. With the exception of con- 
tracts fixing prices—and probably those which divide a territory among producers— 
which are generally held to be unlawful whatever the circumstances, each case, under 
our law, is determined on its own particular facts. A “rule of reason” is applied. 

In Appalachian Coals, Inc. v. United States," the Supreme Court upheld as valid 
a domestic combination in the coal industry which frankly eliminated competition 
among the members of the group to enable it to deal with the organized buying 
power of large purchasers. Coal producers created a common selling agency, which 
was made the exclusive agent of each to sell the coal, to apportion orders and to 
fix prices. The court upheld the validity of this combination on the ground that it 
was justifiable in order to avoid destructive competition and eliminate unfair prac- 
tices. The court stated that elimination of competition among the members was not 
necessarily unlawful. In referring to the “rule of reason,” the court stated: 


“In applying this test, a close and objective scrutiny of particular conditions and pur- 
poses is necessary in each case. Realities must dominate the judgment. The mere fact 
that the parties to an agreement eliminate competition between themselves is not enough 
to condemn it.” (Italics added.)*8 


In appraising the effect of the combination, the court noted: . 


“, . . A cooperative enterprise, otherwise free from objection, which carries with it no 
monopolistic menace, is not to be condemned as an undue restraint merely because it may 
effect a change in market conditions, where the change would be in mitigation of recog- 
nized evils and would not impair, but rather foster, fair competitive opportunities. Vol- 
untary action to rescue and preserve these opportunities, and thus to aid in relieving a 
depressed industry and in reviving commerce by placing competition upon a sounder 
basis, may be more efficacious than an attempt to provide remedies through legal processes. 
The fact that the correction of abuses may tend to stabilize a business, or to produce fairer 
price levels, does not mean that the abuses should go uncorrected or that cooperative en- 
deavor to correct them necessarily constitutes an unreasonable restraint of trade. The intel- 
ligent conduct of commerce through the acquisition of full information of all relevant 
facts may properly be sought by the cooperation of those engaged in trade, although 
stabilization of trade and more reasonable prices may be the result. Maple Flooring Asso- 
ciation v. United States, supra; Cement Manufacturers Association v. United States, 268 


°7 988 U. S. 344 (1933). 
8 Id. at 360. 
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U. S. 588, 604. Putting an end to injurious practices and the consequent improvement of 
the competitive position of a group of producers, is not a less worthy aim and may be 
entirely consonant with the public interest, where the group must still meet effective com- 
petition in a fair market and neither seeks nor is able to effect a domination of prices.” 


(Italics added.)® 


Later decisions have limited the holding in the Appalachian case to its precise 
facts.*° But, whatever its application to other situations, the importance of the case 
is that it demonstrates that the test under the anti-trust laws is, in the last analysis, 
one of reasonableness and that the decision must be made in the light of all the perti- 


nent conditions. 

Moreover, we in the United States have not always been logically consistent, but 
have legislated a vast number of exceptions to the Sherman Act. Large sections of 
our economy are exempted from the anti-trust laws and subjected instead to admin- 
istrative regulation.** Historically our own industries have developed by protective 
tariffs. Within recent months, we have been seeking to impose quotas on the im- 
ports of Swiss watches. 

There is an attempt in the Proposal to give a degree of certainty by the enumera- 
tion of a series of prima facie violations. It may be questioned whether such a list 
should be written into the basic document. We have never written any such list 
into our own law, despite numerous efforts throughout its history to clarify its mean- 
ing. It might well be better for the International Conference to limit its conclusions 
to the adoption of broad policies, leaving questions of their detailed application to 
the Permanent International Trade Organization. 

This proposed list of prima facie violations is founded in the experience of the 
United States under the anti-trust laws and could furnish a starting point for the 


°° Id. at 373-374. 
®° The court, in deciding the Appalachian case, supra note 27, relied more on the fact that the com- 


bination controlled too little of the supply to affect the price of coal than that price fixing may be justified 
by a need to correct evils. This was indicated by the court in distinguishing the Trenton Potteries case 
(288 U. S. at p. 375) and the limits of the decision were clearly pointed out in United States v. Socony- 
Vacuum Oil Co., 310 U. S. 150 (1940) at p. 214 et seg. And see United States v. Aluminum Company 
of America, supra note 15, at 427. 

*1 Interstate Commerce Act (1887) and Transportation Act of 1920, 24 Stat. 379 as amended, 49 
U. S. C. §1, et seq.; Shipping Act of 1916, 39 Stat. 728 as amended, 46 U. S. C. §801, et seq.; Packers 
and Stockyards Act (1921) as amended, 42 Stat. 159, 7 U. S. C. §181, et seq.; Capper-Volstead Act of 
1922, 42 Star. 388, 7 U. S. C. §§ 291, 292; Perishable Agricultural Commodities Act (1930) as amended, 
46 Srar. 531, 7 U. S. C. §§499a-499r; Labor Provisions—Clayton Act (1914), 38 Strat. 730, 731 as 
amended, 15 U. S. C. §§12, 17 and Norris-LaGuardia Anti-Injunction Act (1932) 47 Stat. 70, 29 
U. S. C. §§1o1-115; Agricultural Adjustment Act of 1933, 48 Star. 31 as amended and reenacted by 
the Agricultural Marketing Agreements Act of 1937, 7 U. S. C. §601 et seq.; National Industrial Re- 
covery Act (1933), 48 Stat. 195 as amended in 48 Strat. 1183 and 49 Stat. 375, 15 U. S. C. §701 
et seq.; Communications Act of 1934, 48 Strat. 1064, 47 U. S. C. §151 et seq.; Fisheries Cooperative 
Marketing Act (1934), 48 Stat. 1213, 15 U. S. C. §521 et seq.; Conally Hot Oil Act (1935), 49 Star. 
30 as amended, 15 U. S. C. §715 et seq.; Poultry Amendment to Packers and Stockyards Act (1935), 
49 Stat. 648, 7 U. S. C. §218; Interstate Oil Compact Act (1943), 57 Stat. 383; State Tobacco Com- 
pacts Act (1936), 49 Srat. 1239, 7 U. S. C. §§515-515k; Motor Carriers Act of 1935, 49 STAT. 543 as 
amended, 15 U. S. C. §77c and 49 U. S. C. §301 e¢ seq.; Bituminous Coal Act (1937), 50 Srat. 72 as 
amended, 15 U. S. C. §828 et seq.; Civil Aeronautics Act (1938), 52 Stat. 977, 49 U. S. C. §§488, 480, 
492; Small Business Mobilization Act (1942), 56 Stat. 351, 12 U. S. C. §§84, 265, 15 U. S. C. §606b: 
50 U. S. C. App. (Supp. 1943) §1101 ef seq. 
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work of the permanent organization.** However, we must recognize that there has 
been and continues to be a controversy as to whether restrictive practices are pre- 
sumptively bad or whether there is not a distinction between those practices which 
are good and those which are not.** Support of restrictive practices has been strong- 
est on the continent of Europe. 

There are many who believe that controls lead to stability and order. Partic- 
ularly is this the case where there are surpluses which might result in heavy losses 
and unemployment or shortages threatening serious hardships or inflationary pressures. 
Emphasis is also placed upon the fact that today the cost of capital investment in 
many industries is so great that some protection from the hazards of the market is 
necessary if the risk of making the investment is to be undertaken. Dangers of 
rapid obsolescence or of killing competition from established companies desirous of 
destroying a new competitor are emphasized. Smaller or less developed nations 
often consider restrictions upon free competition as the only protection against the 
economic power of larger and more highly developed industrial nations. The uncer- 
tainties which exist in the world today are so great as to give such arguments par- 
ticular point. 

Therefore, an attempt to write what is basically legislation into a document in 
the nature of a constitution presents risks both of raising avoidable controversies at 
the Conference and of imposing upon the permanent organization rules which it 
might better work out on the basis of its own studies. Any enforcement program 
which is to be applied separately by many nations must be one which has the flex- 
ibility necessary to encompass much diversity. 


Tue APPLICATION OF THE Proposats Must Be FLexisLeE ENouGH FOR THE 
IMMEDIATE Economic NECcEssITIES 


The United States Proposal is designed to alter radically the rules governing the 
commercial and industrial organization of the world. It is based upon principles 
which heretofore have had acceptance primarily in the United States. Most nations of 
the world have subscribed to no such theory of the validity of unlimited competition 
and the invalidity of combinations and agreements between businessmen.** Even 
Great Britain whose legal tradition is the same as ours places a very different and 
much narrower interpretation upon the phrase “restraint of trade.” There is in the 


83 Judicial decisions appear to have established pretty definitely that contracts fixing prices [United 
States v. Trenton Potteries Company, 273 U. S. 392 (1927); United States v. Socony-Vacuum Company, 
310 U. S. 150 (1940) ]—and probably those which divide a territory among producers [United States v. 
Addystone Pipe & Steel Co., 85 Fed. 271 (C. C. A. 6th, 1898); and see United States v. Aluminum 
Company, supra note 15, at 427]—are unlawful regardless of the circumstances. But, as a general 
proposition under our law, each case is determined on its own particular facts. A “rule of reason” is 
applied. Standard Oil Co. v. United States, 221 U. S. 1 (1911); American Tobacco Company v. United 
States, 221 U. S. 106 (1911); Appalachian Coals, Inc. v. United States, 288 U. S. 344 (1933). 

°® See the analytical discussion of this whole subject and references to different opinions in HExner, 
INTERNATIONAL CaRTELS (1945) 45-56. 

**T. N. E. C., MonocrapH No. 40 (Regulation of Economic Activities in Foreign Countries, 1941). 
In Canada, however, a government report has recommended policies substantially similar to those pro- 
posed by the United States. CaNADA AND INTERNATIONNAL CarTELs (Report of Commissioner, Combines 
Investigation Act, Ottawa, 1945). 
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world outside the United States no accepted tradition, practice, or body of judicial 
decisions to mark the course which other nations would be expected to follow.** It 
should be presumed accordingly, that genuine efforts by different nations to accept 
the policy and apply it, would produce widely divergent results. 

This would be the case even if all the nations of the world accepted the under- 
lying premises upon which the United States policy is based. They are the premises 
of liberal capitalistic democracy. But much of the world does not accept these prin- 
ciples; many nations accept them only to a limited degree. The economy of a vastly 
important area of the world is based upon the theory of communism, whose premises 
are entirely different. The economics of certain other nations are based to greater 
or less degree upon the premises of socialism. We cannot expect a reasonable degree 
of uniformity of interpretation and enforcement where the very premises upon which 
our theory is based are not accepted in large areas of the world. 

Many nations of the world, faced with the necessity to revive and develop their 
industrial production under great difficulties, must manage important sectors of 
their economies. Internally, they must see to it that capital funds, technical skills, 
labor and production are first directed to the restoration of industry and communi- 
cations and the building up of capital goods, thus delaying for the present the satis- 
faction of consumer needs. Externally, they must acquire foreign exchange by 
borrowing, by attracting capital for investment and by exports, and they must con- 
serve their foreign exchange against its dissipation in the purchase of luxuries or 
other articles or services not needed at the present time. These are the absolute and 
primary necessities in greater or less degree of a large number of nations of the 
world.** 

We cannot expect other nations in this situation to apply our principle of curbing 
restrictive business practices immediately and without the adjustments which they 
may deem necessary for their national purposes. They can achieve their purposes 
either by programs of socialization of production and state monopolies of trade, or 
they can achieve them through the regulation of the activities of private industry. A 
program of enforcement such as we have announced, by which we may bring crim- 
inal proceedings against private individuals and corporations who may be conform- 
ing to restrictive and managed programs in other countries, can, at the least, hamper 
the reconstruction and development of those countries. It could force a greater and 
greater degree of socialization and state trading. 

Of equal, perhaps greater, importance is the effect of such an enforcement policy 
upon the flow abroad of new American private capital. Such investment abroad in 


55 TN. E. C., MonocraPH No. 40, supra note 34. 

8°“Fach government feels that its immediate responsibility for its country’s economic rehabilitation 
includes planning for its essential import requirements, and direct supervision over the utilization of the 
limited amounts of foreign supplies, shipping, and exchange that are available to insure that the most 
vital needs of the nation are given priority. This attitude seems general, even in those European coun- 
tries whose long-term plans do not contemplate government control of particular industries or sectors of 
the domestic economy.” Chalmers. supra note 4. 
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1940 was estimated by the Department of Commerce at $7,000,000,000.57 Today the 
United States has more than an adequate amount of funds seeking investment out- 
lets. To the other countries of the world, a flow of such funds would mean that 
they could obtain much needed machinery and technical skills without the necessity 
to draw upon their limited supply of dollars. Such private American investment 
could assume large proportions and supplement the loans of this Government and 
the loans which will be made by the International Bank for Reconstruction and 
Development. Whether or not such investment money flows freely from this coun- 
try to the other nations of the world, may well determine whether the economy 
and trade of the world can be restored and developed through private channels.** 

For such investments to be made, the investor must see a reasonable degree of 
scurity for his capital and a return of income. He must look ahead a number of 
years and calculate his risks against his opportunities for profit. The risks which 
face such capital investments today in many parts of the world are very great. They 
are risks attendant upon the political instability which exists and the absence of an 
economic equilibrium. Although the flow of such investment may be an essential 
to world recovery and to the future of our economic system, any investor must 
hesitate in the face of the risks which confront him. 

There is a tide of opinion abroad which insists that foreign capital shall become 
more closely identified with the nation in which it is invested than once was the 
case. The participation of local investors in the enterprise, the employment of local 
personnel and technicians so far as possible, and, above all, domestication and sub- 
mission to local laws and policies, is urged and often insisted upon. 

Such policies increase the hazard for the potential investor. But such risks are 
being taken, and there are many who urge that the investment pattern of the future 
must emphasize this kind of adaptation by the foreign capitalist to the policies of the 
country in which he would conduct his business. 

Such adaptation would be rendered much more difficult if our laws at home 
threaten prosecution for acts taken in conformity with the local law. This would 
present an element of risk for which no compensatory adjustments could be made. 
By this treatment of private enterprise we place another risk in the way of private 
investment, and, by so doing, threaten the success of our Proposals as a whole. 


CoNcLUSIONS AND RECOMMENDATIONS 


As a general statement of Trade Policy, Chapter IV of the Proposals for Expan- 
sion of World Trade and Employment is an appropriate expression of the United 
States position. This position is based upon its history and long held beliefs. Leav- 
ing aside the enumeration of specific prima facie violations, the language in which 
the proposed commitment is expressed is well conceived. It is not too rigid. The 
nations are only asked to use “efforts” to “curb” restrictive business practices. There 


87. S. Dep’r or Comm., AMERICAN Direct INVESTMENT IN ForeIGN COUNTRIES—1I940. 
88 See Thorp, Joc. cit. supra note 6. 
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is no absolute prohibition. There is room here for each nation to adapt its appli- 
cation of the principle to its own needs. 

So also, only those restrictive business practices are to be curbed as “frustrate the 
purposes of the Organization.” Here again there is ample flexibility and room for 
interpretation. Any nation can read into this language its own traditions, philosophy 
and needs. 

On the whole, the statement of the principle is satisfactory, and it may be hoped 
that it will be adopted. It is when we come to the application of the broad principle 
that difficulties arise. 

To support the logical implications of our Proposal, we should have authorized 
the International Trade Organization to act as an international administrative 
agency with authority to write the rules and regulations and to make decisions in 
specific cases. In such case, the Proposals would have called upon the member na- 
tions to apply the rules and enforce the decisions of this administrative agency. The 
rules and decisions of this agency would represent a consensus of international opin- 
ion and be based upon consideration of all aspects of each problem. Uniformity in 
the interpretation and application of the common principle would result. 

But, as in the case of enforcement measures by the United Nations itself, we 
have not felt that the world was prepared to take such bold measures. Hence our 
Proposal is a compromise which leaves to the individual nations, acting separately, 
the basic task of application of the principle. It is admitted that this is bound to 
result in a period of lack of uniformity. But it is inherent in our continued reliance 
upon separate national sovereignties as basic and independent units. Probably the 
United States Proposal goes as far towards an international solution as is reasonably 
practical at the moment. 

Since, then, there is to be unilateral enforcement, the danger is that different 
nations, interpreting and enforcing the agreement differently, will be at cross pur- 
poses; some may attempt to enforce policies regardless of the considerations which 
lead other nations to adopt different ones. It presents to those who carry on the 
trade and commerce of the world the risk that they may be subject to liability in 
one country for action which is approved in another. 

Should we not recognize this danger, and meet it by seeking to obtain at the 
coming Trade Conference international agreement defining the jurisdiction of the 
various nations to approve and disapprove of transactions and to take enforcement 
measures with respect to them? This of course, would not be an easy task. The 
law of the conflict of laws of different nations varies in accordance with the differ- 
ences in their systems of law. Traditionally our law has accentuated the law of the 
place of the transaction as the determinant.” 


8° “Two conceptions as to the Nature of Law have divided the modern world. (1) That law is the 
personal right of someone whose law it is; the native of some country or the domiciliary of some place 
whose law is to extend to the protection of the person wherever he goes. (2) That the law is terri- 
torial, that there can be no law in a particular state except the law of that state, and therefore that a 
foreigner coming into that state can by no means bring with him his personal law even for his own 
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Agreement on jurisdiction seems vital and should be a part of the agreement on 
policy. An agreement on jurisdictional limitations to be incorporated by each mem- 
ber nation into its domestic law and to be interpreted and applied by the courts of 
the respective nations, would seem to be the most logical solution. 


Such an agreement should stipulate that, if, by the law of the proper nation, as 
so determined, a transaction is held to be valid or invalid, that decision will be 
accepted by all of the member nations. It should further be agreed that enforcement 
proceedings could be taken by any country with regard to an agreement invalid by 
the law of the proper country, but only if the enforcing country’s trade is directly 
affected. 

Even if agreement on jurisdictional limits should be difficult to obtain, it would 
seem essential that the problem should be fully discussed. Debate should help to 
explain differing points of view and lead to the mutual understanding which is 
essential if unilateral enforcement of a common policy is to succeed. 

Such a jurisdictional agreement would involve on the part of the United States 
a willingness to accept a limitation upon the extraterritorial enforcement of its anti- 
trust laws. It would mean acceptance of the proposition that one nation might 
apply the basic principle, upon which all have agreed, differently from the way 
another would. One nation might approve transactions which another thought un- 
desirable or disapprove those which another thought sound. Producing nations 
might approve a restrictive arrangement which would affect another’s imports or 
fix their price. This is inherent in the retention under our Proposal of full sov- 
ereignty in the participating nations. In such event, an aggrieved nation should try 
either directly or through the Organization to persuade the nation whose standards 
are deficient to change its ways. Such a procedure of international persuasion seems 
infinitely preferable to extraterritorial enforcement by each nation of its own laws. 


The adoption of such a rule limiting and defining the jurisdiction of each nation 
with respect to restrictive business practices would remove most of the dangers in- 
herent in the United States Proposal as it now stands. It would respect the sov- 
ereignty of each nation and permit each to make decisions in accordance with its own 
needs and traditions. It would require acceptance of these decisions by other nations 
subject to their right to persuade a change. It would reduce the danger of conflict- 
ing policies applied through conflicting enforcement measures against individuals. 
It would avoid the risk of pressure by one nation seeking to impose its philosophies 
on another. It would permit business and trade to be carried on with reasonable 
certainty as to which rules governed its conduct. It should contribute measurably to 
world revival and industrial development. 
protection; the foreigner coming in is subject to the law of the state as much as the nationals of the 
state. The conception of the common law has always been the conception of a territorial law. No law 
is administered as such by the courts except the territorial law. In some European countries the con- 


ception is otherwise, and it is believed that the law personal to a human being may accompany him 
and compete for control with the territorial law of the place where he acts.” Brave, Conriicr or Laws 


(1935) 52. 
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In addition, as a matter of our domestic policy here in the United States, con- 
sideration should be given to the question whether the problem of passing upon the 
validity of the complex interrelationships of international trade and industrial organ- 
ization should not be vested in a more flexible instrument than is furnished by the 
anti-trust laws. There are many strong arguments for dealing with these problems 
through an administrative agency authorized to consider transactions in advance and 
to give rulings with respect to them and to issue rules, regulations and decisions of 
general application as well as to take enforcement measures.*° 

Such an agency would be able to work with the International Trade Organiza- 
tion. It should have broader discretion and be able to take into consideration a 
far wider range of pertinent factors than an agency charged by law with seeing only 
that a statute primarily of domestic application is obeyed according to its terms. It 
would set a better pattern for world cooperation than a reliance upon judicial pro- 
ceedings which, inevitably, must fall within a rigid pattern. The decisions of such 
an agency would furnish to businessmen a degree of certainty as to where they stand, 
which is their very reasonable need. It should encourage the taking of business 
risks which otherwise would seem too great. It would enable other nations and 
their nationals to know, more clearly than they can today, just where they stand 
when they deal with us. Trade flourishes best in an atmosphere of predictability 
and continuity. It is as important to such an atmosphere that the rules of the game 
be clear as it is to have exchange rates stable. 

There are contrary considerations. The very complexity of the problem might 
place upon such an agency a load of responsibility almost impossible to discharge. 
Foreign trade is a simple conception but, in practice, it is a compound of myriads 
of transactions and relationships. Much of it is carried on by small enterprises 
which are specialists in their fields. It comprises all the world and almost all its 
products. Administrative regulation of this field might well find itself snowed 
under by the mass of detail and the variety of judgments to be made. The subject 
deserves careful study.** 

What is vital is that there should be full recognition of the complexity of the 
task of applying the principle we propose to the business of the world in which we 
live. Our principle is a long-term principle based on theories which we consider 
important but which are not fully accepted elsewhere in the world at the present 
time. To make them effective is a problem of persuading other nations of the 
validity and worth of the standards we support, not of the efficiency and vigor of 
the extraterritorial enforcement measures to be taken by a domestic agency. Such 
enforcement would be the antithesis of collaborative effort between nations holding 
mutual respect for the laws of others and endeavoring by international agreement to 
conciliate their differences. 


4° NaTIONAL ForEIGN TRADE CounciL, INc., MEMORANDUM ON REGULATORY MEASURES AFFECTING 


AMERICAN ForEIGN TRADE (1944). 
“1 Included in such study might well be a consideration of the present trends in the Antitrust Division 
of the Department of Justice. Is it, today, a mere enforcement agency, or is it, in fact, exercising a 


rather wide degree of discretion? 








a oe oe oe 


ome 








Restrictive Business Practices 683 


The success of all of our foreign policies, political as well as economic, will be 
dependent upon whether or not the practical needs of a war-torn world are met. 
Today, the over-riding consideration is that people must be fed, homes and factories 
rebuilt, industry and trade revived, jobs must be plentiful and real wages rise. Many 
kinds of restrictions will be resorted to to speed this process. As we pursue our 
goal of world-wide free competition, we must be flexible enough to accept these 
restrictions; we must recognize that other nations will have their own ways of meet- 
ing their specialized problems. Only when these urgent needs have been met, and 
only with the passage of time and by the force of our example and persuasion can 
we hope to achieve our goal. 








CARTELS AS BARRIERS TO INTERNATIONAL 
TRADE 


WENDELL BErcrE* 


In the pilgrimage of mankind toward the achievement of a peaceful and pros- 
perous international society, the most difficult and persistent of all phases of world 
affairs are not solely political or military. The political and military relationships 
interact continuously with the economic developments which affect the production 
and distribution of the world’s goods. 

In a period of world upheaval it becomes necessary to re-examine the economic 
basis of international affairs. An analogy may serve to underscore the need. It 
has been publicly announced that at a selected date an atomic bomb will be re- 
leased at a chosen site in the Pacific Ocean. There, by what is known as a chain 
reaction requiring only a fraction of a second, the colossal power of modern science 
will demonstrate once more its mastery over matter. This test has been designated 
as “Operation Crossroads,” a dramatic description of its significance. In a sense the 
problem involved in this undertaking is clear-cut; its terms are explicit. But the 
reconstruction of world trade is also an “Operation Crossroads” which must be 
undertaken because there is no choice. In many respects also, the questions posed 
by the future of international trade require as intricate analysis, have as many com- 
plex ramifications and are as delicate in their adjustment as any of the questions of 
atomic science. 

What is done in the sphere of world trade within the next few years will also 
cause a chain reaction for good or ill throughout the world economy. To a par- 
ticular country, to many industrial enterprises and to many individuals, interna- 
tional trade may seem to be of small direct concern. But trade whether small or 
large in volume is not only the point of most direct contact among the nations of 
the earth; it is also the area of decision in which the expressed hopes and desires 
of nations to create a peaceful and prosperous world society will be most shortly 
visible. All the pressures, all the tensions and all of the conflicts and policies accu- 
mulated on other levels of international life are ultimately reflected at the point of 
trade policy. Conversely, small frictions and disturbances which have their origin 
in specific trade situations may radiate outward and charge the atmosphere of inter- 


* A.B., University of Nebraska, 1925; LL.B., 1927, S.J.D., 1930, University of Michigan. In practice, 
New York City, 1928-1930. With Antitrust Division of the Department of Justice since 1930. Since 
1943, Assistant Attorney General of the United States and head of the Antitrust Division. Member of 
District of Columbia Bar, Federal Bar Association, American Bar Association, American Judicature Society. 
Author: CarTets: CHALLENGE To A Free Worwtp (1944); Economic FreepoM FoR THE West (1946). 
Contributor to legal periodicals. 
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national life with corrosive influences. Trade is, therefore, a principal focus of all 
those forces which tend to disrupt or adjust the world economy. To resolve the 
problems of world trade is to go far toward the solution of the entire question of 
world relations. 

There are alternatives. Nations may engage in patient efforts to understand, to 
cooperate and to exchange products with one another. Nations may refuse to pur- 
sue this way—admittedly the more difficult—by shortsightedly following the lines 
of least resistance. If this happens, trade will then proceed, if at all, along primi- 
tive paths in the jungle of economic warfare, dimly illumined in an international 
twilight of suspicion and fear, closed markets, retaliatory tactics and the ever-present 
shadow of war. 

It is particularly necessary at this juncture in world affairs to remind ourselves 
that the progress of civilization has in large part been measured by the growth of 
world trade. In one respect what we call international trade is the oldest form of 
commerce. At its inception, all trade beyond the bounds of a village was consid- 
ered foreign. Over the course of the centuries as larger areas came under single 
sovereignty, “foreign” trade took on new meaning as intercourse among states, nations 
and empires. Today we speak of international trade, of interregional trade, of in- 
tercontinental trade, of trade between hemispheres, of world markets and of a world 
economy. To the extent that these have meaning, policies and circumstances which 
affect trade must necessarily have repercussions throughout the entire realm of 
world relations. Tacitly, of course, the degree of interdependence is almost an 
axiom of our thinking. We know that discriminations which begin in trade have 
a tendency to become generalized and affect political dealings. We know that trade 
is a barometer of politics anticipating the political climate which the morrow will 
bring. We know that a rise or decline in trade is almost automatically translated 
into prosperity or depression in many national economies. 

It is a simple matter to say that the crux of the whole issue of trade as it presents 
itself today is whether the United States and the other United Nations will work 
consciously toward greater freedom of trade or whether they will permit the re- 
strictions and barriers which are inherited from the past to circumscribe their atti- 
tudes and their policies. To state this, however, does not help us very much in 
deciding what should be done, nor does it tell us why barriers to trade have come 
to be what they are, or how to alleviate them. 

To come to realistic terms, it must be recognized that the world economy is in 
a plight which has no parallel in the past. Within the last half century, both war 
and peace have resulted in the infliction of extreme injuries to the conditions of 
world trade. During the late nineteenth century and, indeed, until August, 1914, 
there seemed to be ground for belief that increased freedom of trade was the natural 
course of evolution. In economic affairs, the elimination of the vestiges of feudal 
thought and mercantilistic practices had been the great crusade of the nineteenth 
century. Apparently the ease with which goods moved in the first decade of the 
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twentieth century represented a triumph of international intelligence, the successful 
culmination of that philosophy of production and distribution which had been born 
in the age of Manchester liberalism. 


The late John Maynard Keynes has given us a graphic description of the trade 
environment which prevailed at that time. In his “Economic Consequences of the 
Peace,” he stated: 


“What an extraordinary episode in the economic progress of man that age was which 
came to an end in August, 1914! ... The inhabitant of London could order by tele- 
phone, sipping his morning tea in bed, the various products of the whole earth, in such 
quantity as he might see fit, and reasonably expect their early delivery upon his door- 
step; he could at the same moment and by the same means adventure his wealth in the 
natural resources and new enterprises of any quarter of the world, and share, without 
exertion, or even trouble, in their prospective fruits and advantages; or he could decide 
to couple the security of his fortunes with the good faith of the townspeople of any sub- 
stantial municipality in any continent that fancy or information might recommend. He 
could secure forthwith, if he wished it, cheap and comfortable means of transit to any 
country or climate without passport or other formality, could despatch his servant to the 
neighboring office of a bank for such supply of the precious metals as might seem con- 
venient, and could then proceed abroad to foreign quarters, without knowledge of their 
religion, language, or customs, bearing coined wealth upon his person, and would con- 
sider himself greatly aggrieved and much surprised at the least interference. ... The 
projects and politics of militarism and imperialism, of racial and cultural rivalries, of 
monopolies, restrictions, and exclusion, which were to play the serpent to this paradise, 
were little more than the amusements of his daily newspaper, and appeared to exercise 
almost no influence at all on the ordinary course of social and economic life, the inter- 
nationalization of which was nearly complete in practice.” 


The first World War shattered whatever reality there was in this conception. 
Moreover, the consequences of the war led many students of economic affairs to 
believe that freedom of trade, even at its best, had been a fleeting illusion, the day 
dream of a comfortable Victorian world. There was, of course, a tremendous surge 
of trade in the period after 1919, but it was no longer conducted along the old 
lines. Rather it was trade hedged about by every conceivable form of restriction, 
through which governments and traders alike indulged in practices reminiscent of 
mercantilism. Actually, of course, the resemblance was superficial, for mercantilism 
at its worst did not entail the serious results of the policies which prevailed from 
1919 until 1939. 

The world of 1913 cannot be restored, and no one would want to do so. But 
the world of 1919, or of 1929, or even of 1939, must not be used as a yardstick, lest 
we risk the same cycle of economic and political tragedy. If we examine the factors 
which have been primarily responsible for the economic warfare of the past quarter 
of a century and the factors which represent the greatest threats to the achievement 
of freer world trade, it is clear that all of them have their roots in a philosophy of 
restriction. This philosophy is not reflected simply in the system of prohibitive 
tariffs and foreign exchange control which constituted so great a burden upon world 
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trade during the 1920’s and 1930’s. This same philosophy, in a form more wide- 
spread and acute, was embodied in the fantastic series of international groupings 
and combines which we identify as cartels. Probably it will always be a matter of 
some controversy as to the degree of which cartels accounted for the extreme de- 
pression following 1929. It is beyond dispute, however, that cartels were among 
the most direct and immediate causes of the devastation of world markets in the 
decade which followed. 

The onset of world-wide depression to which both shortsighted nationalism and 
cartel practices had contributed increased, rather than decreased, these strange ex- 
periments in the architecture of restriction. New tariffs appeared, more cartels were 
formed, systems of national barter through bilateral pacts, selective attack by dump- 
ing, and all the other stratagems common to “beggar thy neighbor” policies were 
brought into play. Sorely strained financial resources of countries still struggling 
under the economic burdens acquired during the war weakened one after another. 
The depreciation of currencies was inescapable under the circumstances, but the 
extent to which it might have aided trade cannot be determined, for by that time 
it required more than exchange stabilization to surmount trade barriers. 


But if governments were almost uniformly wanting in respect of their willingness 
to lift trade restrictions, the cartels were frankly and avowedly intent upon domi- 
nating world markets according to their own pattern of “rationalization” and for 
their own ends. To say that they were frank with respect to their aims, however, is 
not to say that these aims were matters of public knowledge. The fact that mergers, 
agreements and alliances were formed might or might not be announced, but sel- 
dom, if ever, were the terms or conditions of such affiliation revealed to the public 
eye. It was characteristic of most of them, in fact, that they were negotiated secretly 
and carried out in silence. The ensuing paralysis of the world economy had both 
economic and political effects. For the most part, representative governments were 
forced to operate in the dark in many basic realms of economic affairs. It is this 
circumstance which explains in large part their inability to cope with the world 
trade situation or to bring about a revival of their foreign commerce which might 
have acted as a direct means of lifting them from depression. Even when govern- 
ments were willing to relinquish some of the most serious types of discrimination 
in which they had engaged, both the importance of the industries in which cartels 
existed and the realm of invisible restraint and exclusion in which they operated 
made it difficult to expand trade. Necessarily, the operations of cartels affected the 
balance of trade and the balance of payments of all countries which bought or sold 
cartelized products. Necessarily, when cartel agreements forbade exports or imports 
to particular areas, expressions of a desire upon the part of the governments con- 
cerned to stimulate the flow of goods were without effect. International investment 
dwindled while increasing quantities of capital, unable to find productive outlets, 
were either frozen or moved from one mart to another in search of security and 
shelter rather than opportunity and expansion. 
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Politically, also, the Twenties and Thirties reflected the ascension of the cartel 
philosophy. In some instances governments sought to regulate cartels. In Europe, 
especially, cartel control was “a record of failure.” Needless to say, this failure 
was not recognized at the time. Indeed, countries which ostensibly cherished free 
enterprise went so far as to sanction cartel experiments. Th N.R.A. in the United 
States was an instance, although a short-lived one, of this tendency. In some cases, 
however, efforts to control cartels or to use them were prolonged and determined. 
In Germany, the classic land of the cartel, the most complete fusion of cartels and 
government occurred. 

To review this melancholy cavalcade of economic error which was arrested only 
by the second World War can be especially valuable in clarifying the problems of 
trade as they are now before us. From this standpoint there are two aspects of the 
problem of trade as it confronts the United States. The first is both domestic and 
unilateral, and is composed of our traditional economic purposes and of those policies 
toward trade which have been carried over from the past and which will continue 
to operate in the years ahead. The second aspect is international and multilateral, 
and involves not only our own action but that of other countries. From both of 
these perspectives it should be possible for us to draw, at least in outline, a program, 
or a working diagram of the ends and means of this country in international trade 
relations. 

Before analyzing these elements in any detail there is an all-important proviso 
which must be made. The principles of economics require effort, foresight, and a 
mutual willingness to bargain for their successful realization. Trade makes peace 
fruitful, but the sense of peace is a prerequisite to the beginning of trade. If there 
is no political security, then we shall witness a resurgence of autarchy, the formation 
of economic blocs and the swift reappearance of that whole train of restraints and 
discriminations which followed after World War I. It cannot be stated too em- 
phatically that the success or failure of our efforts to reconstruct world trade must 
hinge in the first instance upon the success or the failure of our efforts to establish 
world peace. Only when international political organization has demonstrated that 
it can assure political security and freedom from fear of aggression, may we reason- 
ably anticipate the wholehearted consent of all nations to trade upon the level of 
equity. 

On the domestic side the dominant factors which enter into our trade policies 
may be summarized as follows: 

1. This nation is committed to a system of free enterprise. 

2. Our actions are governed, at least in part, by accumulated laws and practices 

in the field of tariffs. 

3. We have adopted and expect to continue to operate upon the basis of a recip- 

rocal trade program which is itself a very favorable synthesis of our internal 
and external economic attitudes, oriented toward greater freedom of trade. 


* Kronstein & Leighton, Cartel Control: A Record of Failure (1946) 55 Yave L. J. 297. 
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4. Fundamental to both our national and international economic policies is the 
opposition to monopoly and combination which is set forth in the Sherman 
Act. 

5. In special circumstances it has also been our policy to permit unity of action 
among American producers in the export market through Webb-Pomerene 
associations. 

There are, of course, many other elements in our domestic affairs which affect 
or condition our approach toward international commerce. Thus, there are certain 
raw materials, relatively few in number, for which we are primarily dependent 
upon imports. There are certain semi-fabricated goods which rank high upon the 
list of our industrial requirements and which we obtain from other economic areas. 
There are certain geographic factors and historic political relationships which exer- 
cise a greater or lesser influence upon our conduct of trade or upon our reaction 
to specific problems. Thus, the Monroe Doctrine and the Good Neighbor Policy 
have certain economic as well as diplomatic connotations. Finally, although there 
is general recognition of the desirability of increasing foreign trade, this recognition 
is coupled with the popular tendency to discount its importance to us. It is true, 
of course, that foreign trade has accounted for less than 10 percent of our national 
income in the past, and that, as a nation, our economic life is not subject so imme- 
diately to the complex interplay of forces in world markets as in the case with many 
other countries. 

What is not understood so clearly is that this circumstance does not by any 
means emancipate us from the economic tides in other parts of the world. We may 
not be caught so directly in the ebb and flow of commerce as are the “island” coun- 
tries or the tropical areas which produce almost wholly for export. Yet, neverthe- 
less, it is impossible for us to dissociate ourselves, even if we should wish to do so, 
from the long term trend or the periodic crises which have their center in world 
markets. We have been a creditor nation since 1919 and we shall continue to be a 
creditor nation for many years to come. Such a position has both assets and liabil- 
ities. It permits us a greater degree of initiative, but it also imposes upon us a 
greater responsibility. We must grasp the principles upon which our own indus- 
trial leadership and our favorable trade position are based since mistakes or short- 
sighted attitudes toward trade may have repercussions upon the whole framework 
of international affairs. In justice to our own best interests it must be kept in mind 
that the margin of trade which is directly connected with our own industrial scene 
may, nevertheless, be the decisive factor in the maintenance both of our own pros- 
perity and in the gradual achievement of a healthy world economy. 

It is impossible to discuss in detail even the principal domestic considerations 
which form the background of our trade policies. It may be pointed out, however, 
that there is need for the establishment of a more logical relationship among them 
in the direction of freeing our own trade, at the same time that we induce greater 
flexibility and ultimately greater desire on the part of other nations to eliminate 
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restrictions. For instance, it must be recognized that it is not enough to seek to 
increase the volume of our export trade over any period of time unless we are pre- 
pared to reduce our own barriers to imports in a corresponding degree. This means 
that we must evaluate as objectively as can be done those parts of our tariff system 
which unnecessarily restrict an optimum flow of imports. Such action on our part 
does not involve either reckless abandonment of safeguards to critical industries, 
nor does it involve any abrupt or hasty jettisoning of the power to use tariffs as 
instruments of policy. Not even the closest adherents of classical “laissez-faire” 
would today counsel such steps. What is needed is critical thinking, together with 
a readiness to modify and adapt our tariff structure to a changing economic environ- 
ment. It would seem only common sense to say that such measures are necessary 
either for a balanced national economy or for its adjustment to a world economy. 
It is also essential to proceed on the faith that there are few tariff problems so 
knotty or so unique that they cannot be discussed or resolved by mutual and recip- 
rocal action between this government and the other nations of the world. The 
reciprocal trade program constitutes the most direct and most feasible approach to 
such mutual action. 

Among the primary lessons which our war experience has imprinted upon 
American economic thinking is the meaning of cartels. Our experience on this 
score has affirmed the principle that monopoly, whether on the national or inter- 
national level, is inimical to the operation of our system of enterprise and to our 
international trade position. Whether we consider the technical and research com- 
petence of American industry, or the access of our exporters to world markets, or 
the fulfillment of our official policies in trade, or the continued expansion of our 
capacity to produce, it is clear that the cartel philosophy is an urgent and formidable 
menace. 

It would seem to be arguing the obvious to say that when American concerns 
participate in agreements limiting our domestic and foreign commerce by collusion, 
such acts violate the law as well as do injury to our economic system. Foreign 
commerce is within the express provisions of the Sherman Act.? If the Sherman 
Act is to be enforced then private treaties not to produce, nor to export, not to 
engage in research or not to compete are illegal. Equally, cartel agreements cover- 
ing primary materials such as metals or manufactured products such as medicines, 
dyes or electrical equipment stand in unmistakable contravention of the laws aimed 
specifically at conspiracy in trade. Agreements which divide world markets, fix 
prices, allocate quotas or set limits upon output capacity have the same effect 
whether their intent is directed toward the domestic market or toward our trade 
abroad. When large producers at home and abroad attempt by private covenants | 
to achieve domination over great segments of technology and research to forestall 
the emergence of technical and commercial rivals or to decide among themselves 
whether given industries shall be introduced in this country, they are not only per- 


? 26 Star. 209 (1890) as amended, 15 U. S. C. (1940) §1. 




















CarTELs AS BARRIERS 


691 
verting the whole spirit of enterprise but they transgress the laws against monopoly. 

These assertions are made boldly but they rest upon a quantity of evidence which 
has accumulated in impressive proportions during the past decade. Even if we 
omit from discussion the admitted jeopardy to our national security which resulted 
from monopoly and cartel agreements at the outbreak of World War II, it is still 
apparent that their implications as manifested by their conduct are contrary to the 
legal premises controlling our domestic and foreign commerce. 

To indicate clearly toward what ends the whole vast machinery of cartels is 
directed, it will suffice to cite a statement made by an executive of an American 
company concerning a combine later prosecuted in an antitrust action. The pur- 
pose of the cartel was outlined in these words: “May I call the proposed combina- 
tion for simplicity, a cartel? The whole purpose of the cartel is to obtain a monopoly 
of patents, so that no one can manufacture it (titanium) excepting the members 
of the cartel, and so can raise the prices by reason of such monopoly to a point that 
would give us much more profit on our present tonnage, but also prevent growth 
in tonnage that would interfere with their greater profits in lithopone (a competing 
but inferior product).”* 

The report of a decision rendered by a federal court last year provides a good 
case study of this cartel. In 1920 the major manufacturers of titanium dioxide, a 
new and important white pigment, agreed to divide world markets among them- 
selves and to eliminate free competition from the industry. It was arranged that 
from time to time subsidiary companies might be formed whose operations would 
be carried on under the terms of the agreement. As demands for the new product 
increased over the years such companies were formed in Germany, France and else- 
where and were admitted to membership in the cartel. Upon each such admission 
the division of territory was reorganized and the scope of exclusive marketing area 
was reduced. The American concern participating had as its own exclusive territory 
the North and Central American markets. The German concern received Middle 
Europe for its own special exploitation. A French manufacturer was given France 
and French possessions. Other participants were correspondingly accorded exclusive 
territories. It was this pattern which existed at the time the case was brought. 

International trade in titanium pigments was completely controlled. The Amer- 
ican concern was barred from exporting to Europe, ordinarily a rather large market 
which should have been easily accessible under competitive conditions. Not only 
were the export activities of the American producer severely circumscribed under 
the various agreements but so were those of other potential American manufac- 
turers and exporters -of the product. As is nearly always the case, the operation 
of the cartel on the international plane produced the parallel effect of domestic 
monopoly. The presiding judge trenchantly described the condition of the industry 
when he said: “Every pound of . . . (titanium oxide) is trammelled by privately 





* Reported in the opinion in United States v. National Lead Co., 63 F. Supp. 513, 522 (S. D. N. Y. 


1945). 
* Ibid. 
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imposed regulation.”> The court held, of course, that this cartel clearly violated the 
antitrust laws. The American producer was ordered to sever its relations with 
foreign producers and in effect to enter the world market as a free agent. 

Every cartelized industry repeats in greater or lesser detail and with variations 
upon the theme, the pattern of this case. A roster of antitrust cases which have 
been brought to termination or are pending includes actions against cartels in al- 
most every major field from chemistry to electronics. Their structure and their 
functions are almost always the same. In effect they have come to constitute an 
extra-legal system of regulation of international industry. 

The arguments that have been advanced recently to support American par- 
ticipation in cartels merit careful scrutiny. Among the principal assertions made 
by those who believe that this country should accept the cartel system, there are 
several that require analysis because their surface plausibility is deceptive, and con- 
ceals the fundamental fallacies upon which they are based. 

It is asserted that American business, even at its strongest, is helpless to com- 
pete with cartelized industries abroad, particularly when the latter are supported 
or subsidized by their governments. This position fails to recognize that under 
our Reciprocal Trade program, any country which thus discriminates against the 
commerce of the United States, faces the possibility of losing the American market 
for its own exports. Presidential powers may be invoked against discrimination 
originating in cartel activities. 

It is claimed that the pressure of circumstances will tend to make us accept 
cartels, not only because other nations accept them, but because overproduction in 
many fields and the inability of demand to match supply will compel American 
industry to cartelize in order to steady the market. This argument, appealing as 
it may seem in the case of an individual producer, rests upon one of the major 
fallacies in economic thought: that there is general overproduction. 

The primary goal of trade is an increase in the volume of world production and 
income. We have long since come to recognize that the principal cause of economic 
ills is not the general overproduction of goods. Wealth is created only by increas- 
ing output and current experience clearly spells out the proposition that there is 
no substitute which can make up for a scarcity of services and goods. There have 
been in the past many dislocations and maladjustments of production and many 
examples of misdirection and waste in the use of resources of capital and of labor 
but trade is among the simplest and most effective methods of correcting these 
maladjustments. This is the function of the market in its broadest sense. Inter- 
regional trade by fostering the better division of labor and increasing efficiency in 
the utilization of resources is the major and in some respects the only method 
which will, over a long run, correct deeply rooted misapplications of economic 
effort. 

Cartel proponents often point to commodity agreements as justification for the 


5 Id. at 521. 
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sanctioning of their own activities. To do so they must gloss over the very real 
distinction between arrangements entered upon by governments for public purposes 
in pursuance of public policy and with acknowledged public responsibility and 
agreements made among private producers for private purposes without public 
responsibility and certainly contrary to public interest as it is embodied in the law. 

It is appropriate in considering the cartel problem and the effect of antitrust laws 
to give some consideration to the meaning of the Webb-Pomerene Act.” This Act 
was intended primarily to equalize the bargaining position of American exporters 
vis-a-vis foreign cartels in the world market. Over the years, and with increased 
emphasis in the past decade, the argument has been advanced that the Webb- 
Pomerene Act provides a back door by which American concerns may enter into 
agreements with cartels abroad and yet escape the jurisdiction of the Sherman Act. 
This interpretation is contrary both to the purposes of Congress in passing the 
Webb-Pomerene Act and to the economic interests which the antitrust laws are 
intended to safeguard. 

The Webb Act as finally passed in 1918 provides that nothing in the Sherman 
Act shall be construed as declaring to be illegal an export association or any agree- 
ment made or act done in the course of export trade by such association, provided 
that the association agreement or act does not (a) restrain trade within the United 
States, (b) restrain export trade of any domestic competitor or association, (c) en- 
hance or depress prices within the United States, (d) substantially lessen compe- 
tion within the United States, or otherwise restrain trade therein.? 

As it stands the Webb Acct is a statute creating an exception to the Sherman Act’s 
given application. Consequently, the principle of interpretation governing all stat- 
utes which create exceptions must apply, with the result that the Webb Act must 
be strictly construed. This means that it cannot be taken to cover any more ground 
than that intended by the language of the act itself, in terms of its legislative history. 

As such, the legislative history of the Webb Act leaves no doubt whatever con- 
cerning Congressional intention. This is indicated by statements made both by 
Senator Pomerene and Representative Webb. During debate on the bill Senator 
Pomerene asserted: 

The position was taken in substance that this bill was a repeal of the Sherman Anti- 
trust Law, and if it became the law of the land and these associations were authorized 
they would at once seek to control the foreign market and probably enter into a com- 
bination with foreign companies and cartels engaged in the same line of business and 
thus reenforced and worldwide in their control of products they would reduce the prices 
of food animals, of grain, and of other products and raise the prices to the consumer 
when it suited their purposes. 


In the House debates, Mr. Moore of Pennsylvania asked: 
“Suppose a combination in which Americans join with foreigners has been formed?” 


To this query Mr. Webb replied: 


® 40 Stat. 516 (1918) 15 U.S. C. (1940) §§61-65. 
* Sec. 2 of the Act, 15 U. S. C. (1940) §62. 
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“Then you violate the antitrust law and it has been so held by the court.”® 


Later in the Senate debates, Senator Pomerene stated: 
“There is nothing in this bill authorizing the division of territory abroad.”® 


Various attempts were made between 1921 and 1928 to amend this act in the 
direction of extending the scope of exemptions from the antitrust laws. For ex- 
ample, amendments proposed in 1928 would have permitted combinations for the 
import of certain raw materials not produced in any substantial quantities in the 
United States. In effect, this amendment would supposedly have served as a means 
of coping with foreign monopolies (some of them subsidized by their governments) 
that controlled the prices paid by American importers. During the debates on this 
amendment it was attacked, inter alia, on the ground that if it became law, import 
associations would be permitted to join the foreign producers in world-wide agree- 
ments, dividing the world markets and fixing world prices. Congress indicated 
its unwillingness to extend the Webb Act by failing to pass such amendments. 

It is thus clear that from its inception, it has been understood that the Webb 
Act does not sanction any activity upon the part of export associations beyond the 
strict limits of the promotion of our foreign export trade. Collateral or accrued 
activities, which have in some instances crept into the operation of export asso- 
ciations tending to restrain domestic competitors, or to weaken the competitive 
position of American industry abroad through cartel agreements, are still illegal 
under the Sherman Act. There is no novelty of interpretation here. It would seem 
that the scope of the Webb Act cannot by any stretch of reason be made to include 
the categories of cartel activity or monopoly behavior against which the Sherman 
Act is directed. 

It should be clear that regardless of what approach may be taken by public 
authority to rehabilitate trade, there can be no room for the exercise of fundamental 
economic power by private cartel groups. The risk and the cost alike are too great. 


In our own behalf, both with respect to imports which are qualitatively im- 
portant and with respect to the promotion of our export trade, the logic of our 
experience affirms the direct connection between the growth of free trade and the 
prosperity of our own economy. We need only ask ourselves whether it would 
have been possible for this country to attain its present industrial eminence if the 
original states of the Union had practiced trade discrimination or if sectional dif- 
ferences had been permitted permanently to prevent an increasing volume of traffic 
or the gradual establishment of new industry. 

There are further aspects which must be taken into account. First, over any 
reasonable period of time, the practice of discrimination in trade whether it flows 
from government or from monopoly is self-defeating. It is all very well to pursue 
trade as a quarry by whatever stratagems are available. What must be understood 


* 53 Cone. Rec. 13536 (1916). 
® 56 Conc. Rec. 181 (1917). 
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is that trade can grow only in the open market. When attempts are made to 
hem trade in, to fix its dimensions, or to govern its behavior too rigidly, trade has 
a definite tendency to vanish altogether. It is for this reason that the perpetuation 
of undue restrictions not only misses its objective but destroys the possibility of 
healthy exchange. 

In the present period of transition it may seem that the difficulties in the way 
of working toward greater freedom of trade are nearly insuperable. It may even 
be that many temporary expeditions will be adopted which are not designed to 
foster freer markets. At the same time it is imperative to realize that there are no 
difficulties at the present time which are so great that they can in any way justify 
the abandonment of freer trade as a goal. Indeed, if history is any guide there is 
always a danger that temporary restrictions, while they are easy to enact, will become 
permanent and be increasingly difficult to remove. It is to be hoped, therefore, that 
whatever measures are taken now on the international plane will be framed in the 
light of an ultimate increase in the volume of trade. There will then be immense 
opportunities for American industry, a vast potential demand for American products, 
and numerous types of profitable investment for American capital. 

In terms of the conditions which can, if they are consistently observed, bring 
about a renaissance of world trade, it is good to note that since the end of the war 
several steps have been taken which will go far toward reviving world markets 
and giving new impetus to trade. The United Nations holds forth the promise of 
political security and the cultivation of a political environment in which fear of 
aggression no longer exists. The establishment of a world bank and an interna- 
tional fund for reconstruction indicate the desire and the readiness of the nations 
of the world to stabilize international finance. So, too, the resumption of the 
Reciprocal Trade program appears to offer a feasible and specific means of working 
toward the reduction of governmental trade barriers and the stimulation of multi- 
lateral commerce. It may be that in the course of the years as trade increases and 
production grows it will gradually become possible for goods to move freely from 
one end of the earth to the other and for nations to enter into the international 
market on the same open basis as that which exists on this continent. 

If the world economy is to function as we know it can to elevate the living 
standards of mankind, to multiply the fruits of labor and to insure the ways of 
peace, our purposes and our methods must correspond not only to the scale of the 
present, but to the breadth of vision which guided the nations in war. The free 
peoples of the world. have gained history’s greatest victory. To strive for greater 
freedom in trade is one way in which they can set a mark upon that victory “in 
a manner worthy of its price.” 








LEGAL TREATMENT OF FOREIGN AND 
DOMESTIC CREDITORS 


Kurt H. NapeLMann* 


“There will always be found in every State a large mass of politicians, who will 
deem it more safe to consult their own temporary interests and popularity, by a 
narrow system of preferences, than to enlarge the boundaries, so as to give to distant 
creditors a fair share of the fortune of a ruined debtor.” International trade has 
learned through costly experience the truth of this statement of Story.’ 

Differentiation in the treatment of the resident and the distant creditor is an old 
ill. There are few countries in which there have not been tendencies at some time 
to favor the local creditor. Differentiation is still practiced in various countries. The 
fear of its consequences, as well as the security measures adopted in protection, 
hamper international trade. 

The local creditor obtains preference in different ways. They are not always 
easy to recognize and not generally known. Insufficient documentation has been a 
major handicap in dealing with the subject of discrimination. A presentation of 
some types of existing inequalities in the treatment of the foreign and the domestic 
creditor may be helpful in efforts to overcome differentiation. 


CrepiTor EquaLity 


Questions of discrimination against the distant creditor do not normally arise 
when the debtor’s assets suffice to pay all his debts. Eventually, all creditors recover 
their claims, whether under the priority system: first come first served, which gov- 
ern executions in the Germanic? and Anglo-Saxon* countries, or the equality system, 
applied in the other countries,* where the individual creditor does not acquire pri- 
ority rights by attachment or garnishment. 

When the assets are insufficient to pay all creditors, application of the priority 
system leads to injustice. Henry Brinklow in his “Complaynt of Roderick Mors,” 
published in 1542 shortly before Henry VIII introduced the first English bankruptcy 
act, called “the rich” the beneficiaries of the priority system: “For lyghtly the rich 

*Dr. Jur., Freiburg in Breisgau; Licencié en droit, Paris; Research Fellow, 1941-1945; Lecturer, Law 
School, University of Pennsylvania. Formerly, Judge, District Court, Berlin, Germany. Co-editor, 
ANNALES DE Drorr COMMERCIAL FRANGAIS, ETRANGER ET INTERNATIONAL: SUPPLEMENT SUR LE DroIT 


Comparé ves Faruites. Consultant, Foreign Economic Administration, 1944-1945. Contributor to 
American and foreign legal periodicals. 

22 Srory, COMMENTARIES ON THE CONSTITUTION OF THE UNITED States (1833) §1107. 

? See Fracisras, Das PRAEVENTIFPRINZIP IN DER ZWANGSVOLLSTRECKUNG (1931). 

* Cf. GLENN, LiquipaTion (1935) 9; Sturges, 4 Proposed State Collection Act (1934) 43 Yate L. J. 


1055. 
*E.g., Codes of Civil Procedure of France §§610, 656; Belgium §§609, 656; Italy §§646, 651; 


Netherlands §§457 ff. 
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have the first knowledge of soch things.”® A century later, Charles II, in the intro- 
duction of the equality rule in Scotland, referring to the needs of trade and traffic 
with other nations, emphasized the harm done to distant creditors, “in regard they 
live at distance or upon other occasions are prejudged and preveened by the more 
timeous diligence of other creditors.”® 


Today, when a debtor is insolvent, bankruptcy laws everywhere provide for the 
equal distribution of the assets among all creditors. Generally, no differentiation is 
made between foreign and distant creditors when all assets are located in the country 
of the bankruptcy proceeding. Foreign creditors were not always admitted on equal 
terms, however. Mediaeval laws in Swiss Cantons’ and German cities,’ for ex- 
ample, and early statutes in the Plantations® gave the local creditors a right of pri- 
ority of payment. This often led to retaliation. Even in 1784, Louis XVI was 
obliged to order measures of retaliation against Swiss Cantons in order to obtain 
equal treatment for French citizens in Switzerland."° 

Difficulties which a distant creditor may still encounter in a bankruptcy where 
all the assets are in the country of the proceeding, are of a practical rather than a 
legal nature. Sometimes notification of the proceeding is belated’* and insufficient 
time is granted for the proof of claims. Only recently, the International Chamber 
of Commerce stressed the need for better notification.’* A few treaties deal espe- 
cially with this subject.’* Prompt notification has become particularly important in 
reorganization and arrangement proceedings to enable the distant creditor to vote 
on the plan.’* Belated notification could be avoided with the present means of 
communications if use of the most rapid way were prescribed.’** 


® 8 HotpswortH, History or ENcLisH Law (1925) 232. 

* Act for Ordering the Payment of Debts, 1661, c. 344, Scovs Srarures ReviseD 1424-1707 (1908) 
118, 

7 See Heussler, Die Bildung des Concursprozesses nach schweizerischen Rechten (1858) 7 ZEITscHRIFT 
FUR SCHWEIZERISCHES RECHT 117, 200. 

® See 1 SropBE, HANDBUCH DES DEUTSCHEN PRIVATRECHTS (1871) 263. 

® See 1 GRAHAME, History oF THE UNITED States oF AMERICA (1856), App. I, 560; Noex, History 
OF THE BANKRUPTCY Law (1919) 44. 

2° See MEILI, EIN HISTORISCHES INTERMEZZO ZWISCHEN FRANKREICH UND DER SCHWEIZ BETR. DIE INTER- 
NATIONALE STELLUNG DER KONKURSGLAEUBIGER (1909); Lévy-Bruhl, Recherches sur la réglementation inter- 
nationale des faillites au 18e siécle (1938) Revue Critique pE Dror INTERNATIONAL 175. 

11 See, e.g., the Cotesworth and Powell case (Great Britain v. Colombia), 2 Moore, INTERNATIONAL 
ARBITRATIONS (1898) 2050, 2083; FREEMAN, DENIAL OF Justice (1938) 290. 

12 INTERNATIONAL CHAMBER OF COMMERCE, RESOLUTIONS OF THE XTH ConGRESS (1939) 17; (1939) 
ANNALES DE DROIT COMMERCIAL FRANCAIS, ETRANGER ET INTERNATIONAL, SUPPLEMENT No. 3, 3. 

*® Notification of the Consulate prescribed in the treaties of Czechoslovakia with Lithuania, April 24, 
1931, §23, 126 League of Nations Treaty Series 279, and Poland, Feb. 10, 1934, §11, 178 League of 
Nations Treaty Series 173. 

14 Silence, in some laws, counts as a vote for the plan: PERcERou AND NADELMANN, CHANGES IN BANK- 
ruptTcy LecisLaTion (General Report, 1937, The Hague) (1937) ANNALES DE DROIT COMMERCIAL 
FRANCAIS, ETRANGER ET INTERNATIONAL 181, 188; (1938) 12 J. N. A. Rer. Bankr. 68, 71 (trans.). 

*4® Compare, e.g., the law of Brazil, which prescribes telegraphic notification of distant creditors, with 
the Argentine law, under which a simple letter is sufficient. Cf. Zeballos in 2 Wess, MANUAL DE 
DerecHo INTERNACIONAL Privapo (2d ed. in Spanish, 1928) 711, 714. 
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Lecat DiscrIMINATION 


The status of the law is wholly unsatisfactory, from the viewpoint of creditor 
equality, when the assets of the debtor are not all in the country of the bankruptcy 
proceeding. This situation is common in international trade. Equality is not always 
assured in such “international” bankruptcy cases. 

When the trustee in bankruptcy appointed at the domicile of the debtor can 
collect the foreign assets,’® there are no questions of differentiation. They arise in 
various ways when he cannot collect or conditions are attached to the transfer of 
the assets. 

Assets in a country which has the priority rule for executions and does not recog- 
nize the rights of a foreign trustee in bankruptcy, are subject to the race of diligence. 
Normally, the local creditor has better knowledge of the local assets and can be 
quicker in attaching them. Creditors from the country where the bankruptcy has 
been declared, may be required to obtain permission first from the trustee to pros- 
ecute abroad. This gives the local creditor an advantage over distant creditors.’ 
The local creditor has what has been termed an “underhand” preference.’7 To 
eliminate the inequality, most countries provide that a local bankruptcy may be 
declared for the equal distribution of the local assets of non-resident debtors. 

Germany is one of the countries which do not generally provide for this pos- 
sibility. Under German law, executions may be levied on local assets regardless of 
a foreign bankruptcy declaration.‘* Only when there is a business branch or a 
rural estate in Germany, may a local bankruptcy take place.1* The Nadeshda case 
furnishes an illustration. A Russian corporation had been declared bankrupt in 
Russia. The German branch was declared bankrupt in Germany shortly thereafter. 
The corporation had a debtor for substantial amounts in Germany. The Russian 
and the German trustee in bankruptcy agreed that half of the debt should belong 
to the Russian and half to the German bankruptcy estate. Shortly afterwards, a 
German creditor who had proved his claim in the German bankruptcy, garnished 
the vart of the debt which, under the agreement, belonged to the Russian estate. 
The German Supreme Court, in a decision rendered during the First World War,” 
upheld the garnishment. Had there been no bankruptcy declaration in Germany, 
argued the court, the creditor could have garnished the whole debt; the trustee 
agreement had freed one half for individual execution. It is obvious that the chances 
are not equal for the local and the distant creditor under this system. 


18 Cf. Nadelmann, International Bankruptcy Law: Its Present Status (1944) 5 U. oF Toronto L. J. 
324, 18 J. N. A. Rer. BAaNKR. 104, (1945) 67-72 JouRNAL pu Droir INTERNATIONAL 64; 7 TRAVERS, 
Drorr CoMMERCIAL INTERNATIONAL (I: 1935, II: 1936); Valensi, Fasllite, in 8 RéPERTOIRE DE Droit 
INTERNATIONAL (1930) 286. 

16 See, e.g., Boden & Haac v. Lovell, 203 Fed. 234 (1913), where the foreign creditors were slower 
than the local in the race for assets of an American bankrupt in Germany. 

17 Lowell, Conflict of Laws as Applied to Assignments for Creditors (1888) 1 Harv. L. Rev. 259, 266. 

*® Bankruptcy Code, §237, 24 ComMERcIAL Laws or THE Wortp (Am. ed. 1909) 395; 2 JAEGER, 
KoMMENTAR ZUR KoNKURSORDNUNG (7th ed. 1936) 968. 

** Bankruptcy Code, §238, supra note 18. 

*° Reichsgericht, Nov. 7, 1916, 89 ENTSCHEIDUNGEN IN ZIVILSACHEN 181. 
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A situation of the same type is encountered in connection with arrangements. 
For example, a debtor obtained in his country a composition in an arrangement 
proceeding. The proposal made by the debtor was based on all his assets. Later, 
a foreign creditor who had participated in the arrangement proceeding, attaches 
assets in his own country for the discharged part of his claim. Courts in various 
Central-European countries have upheld such attachments, even when the creditor 
had voted for the arrangement." The Supreme Court of Czechoslovakia, in an 
instance involving an arrangement made in a proceeding in Germany,”” supported 
its decision with the argument that there was no guaranty that German courts 
would respect a Czechoslovakian arrangement in a reversed situation. Such prac- 
tices, of course, jeopardize arrangement proceedings.”* 


In the United States, under the federal bankruptcy act of 1898, it is possible to 
obtain a local bankruptcy declaration against non-resident debtors with assets in the 
United States;”* in such a bankruptcy all creditors are admitted equally.> This 
possibility is not mentioned in the note on the Umbreit case published in the Journal 
du Droit International*® where it is asserted that under American law local creditors 
hold a priority over creditors from abroad.?* 


In that case, Disconto Gesellschaft v. Umbreit,* a German subject, indebted to a 
German bank, absconded to the United States. He was declared bankrupt in Ger- 
many. The German bank discovered assets in a bank in Wisconsin and garnished 
them. The bankrupt had become indebted in Wisconsin to a local lawyer who 
attached the same funds. The local creditor contested the right of the German bank 
to have its prior attachment given priority over his later attachment. The German 
bank had intended to transfer the funds for distribution to the German trustee in 
bankrupcy. The Wisconsin Supreme Court held for the creditor in Wisconsin. 
According to the court, it was the duty of the state to protect its citizen by prevent- 
ing the removal of the assets found within the state in order that he might be able 
to satisfy his claim in the state.2” The Supreme Court of the United States*® affirmed 


22 See NussBAUM, DEUTSCHES INTERNATIONALES PRIVATRECHT (1932) 455-56 note 4. 

*2 Sup. Ct., April 23, 1936 (1937) ZeITscHRIFT FUR OsTEUROPAEISCHES RECHT 255, noted by Nadel- 
mann in (1938) NovuveLtLte Revue DE Droit INTERNATIONAL PRIVE 427. 

28 Cf. Nadelmann, The Recognition of American Arrangements Abroad (1942) 90 U. oF Pa. L. Rev. 
780, (1943) 29 Revista Juripica ArcENTINA La Ley 888 (trans.). 

24 Bankruptcy Act, §2 (a) (1), 30 Stat. 545 (1898), (14th ed. 1940) §2.15; In re Neidecker, 82 
F, (2d) 263 (C. C. A. 2d, 1936). 

25 Bankruptcy Act, §65 (d), 30 Strat. 563 (1898), 11 U. S. C. §105; 3 Coxzrer, BANKRUPTCY 
(14th ed. 1940) §65.05. Cf. Mack, J., in In re Aktiebolaget Kreuger & Toll, 20 F. Supp. 964, 965 
(1937). 

26 (1908) JouRNAL pu Droit INTERNATIONAL 1322. 

87 Repeated in, e.g., 8 REPERTOIRE DE Droir INTERNATIONAL (1930) 379 No. 714; DespacNeT-De 
Boeck, Précis pE Dror INTERNATIONAL Privé (5th ed. 1909) 1199; Catcepo CasTILLaA, MANUAL DE 
DERECHO INTERNACIONAL Privapo (3d ed. 1944) 377. 

°8 127 Wis. 651, 106 N. W. 821 (1906). 

2° Cf. Roosevelt, J., in In the matter of Coates and Hillard, 13 Barb. 452 (N. Y. 1852): “Our courts 
insist, and rightfully, that the administration of the debtor’s assets, within our limits where our own 
citizens have an interest in them, shall be here and not elsewhere. ... We take this stand, not to 
defeat, but to insure justice; not to rob the foreign creditor, but to protect the rights of all the creditors. 
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the decision, holding that this policy did not violate the “due process of law” clause 
of the Constitution of the United States. The German Government protested to 
the United States Government, threatening with retaliation.** 

The decision in the Umbreit case enabled the local creditor to obtain more than 
his equal share in the distribution of the assets of the bankrupt. This result was 
due to the faulty handling of the case by the German bankruptcy administration. 
If instead of trying to remove the assets from the United States, the German cred- 
itors had secured a bankruptcy declaration in the United States, the local assets 
would have been equally distributed among all creditors, local and distant. 

There are many instances where it is more desirable to have the foreign assets 
distributed in a local proceeding, if available, than to claim them for the principal 
bankruptcy. Under the law of Austria, Czechoslovakia, Yugoslavia, and Hungary, 
for example, a foreign trustee in bankruptcy may receive the local movable assets, 
but attachments made up to the filing of the request for transfer must be satis- 
fied.” The creditors thus still have time to attach after the debtor has become in- 
solvent, and the local creditors are usually the beneficiaries. By a local bankruptcy 
adjudication the attachments can be avoided and equality reestablished. 

Similar problems arise when an exequatur by a local court is needed to obtain 
recognition of the effect of a foreign bankruptcy declaration. As the exequatur is 
without retroactive effect, the estate is unprotected until the grant of the exequatur.* 
An illustration is the Richer case before the French courts. A resident of France 
had a claim in a bankruptcy in Mauritius. Some time after the bankruptcy ad- 
judication in Mauritius, he himself became indebted to the estate. Neither under 
the bankruptcy law of Mauritius nor of France, would the set-off have been allowed 
between debt and claim. As no exequatur had been procured in France, the French 
Supreme Court** held that the set-off had taken place and was valid. 

Under the law of Brazil, which permits collection of the local assets after the 
grant of an exequatur, creditors residing in Brazil are allowed to levy execution on 
the local assets notwithstanding the exequatur if they had begun legal proceedings 
prior to the exequatur.*® This would not be permitted were bankruptcy declared 
in Brazil. As the advantage is accorded only to residents of Brazil, this is a case 
of open differentiation against non-resident creditors.** 


We do it to enable our courts to marshal the assets, and to correct, if necessary, inequalities abroad, by 
proper compensating adjustments at home.” 

8° Disconto Gesellschaft v. Umbreit, 208 U. S. 570 (1907), 3 Hackwortn, Dicesr oF INTERNATIONAL 
Law (1942) 570 (excerpts). 

*1 Dep’r oF STATE, ForEIGN RELATIONS OF THE UNITED STATEs (1910) 518. 

82 References in Nadelmann, loc. cit. supra note 15, at 329, 330. 

88 Cf, Allgemeine deutsche Credit Anstalt v. Fuld et Cie. et Schiff, Court of Appeal, Paris, June 1, 
1906, Dalloz Jurisprudence, 1909, II, 9; (1907) JournaL pu Droit INTERNATIONAL 135 (attachment before 
exequatur). 

** Synd. Richer et Cie. v. Detouche, Cour de Cassation, June 26, 1905, Sirey, 1905, I, 433, Dalloz 
Jurisprudence, 1905, I, 513, (1905) JouRNAL pu Droir INTERNATIONAL 1014. 

*° Bankruptcy Law No. 5746 of 1929, §160 (4), 8 CarvaLHo DE MENDONGA, TRATADO DE D1rEITO 
CoMMERCIAL BRASILEIRO (1937) §1340; Valladao, Force exécutoire des jugements étrangers au Brésil 
(1931) Journat pu Droir INTERNATIONAL 590, 606. 

** Strongly criticized in 3 MIRANDA VALVERDE, A FALENCIA NO DIREITO BRASILEIRO (1934) 374. 
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Particularly intricate is the subject of attachments made in the period immediately 
preceding the foreign bankruptcy adjudication. All bankruptcy laws declare attach- 
ment liens void when obtained in the “critical period” before the bankruptcy ad- 
judication. The extent of this period differs in each country. When foreign trustees 
in bankruptcy are permitted to collect local assets, as in England, the question arises 
how to deal with such attachments. In Galbraith v. Grimshaw," an English cred- 
itor had attached assets of his Scottish debtor in England shortly before the debtor 
was declared bankrupt in Scotland. The attachment was void under Scottish law 
and would have been void under English law, had bankruptcy been declared in 
England. The House of Lords upheld the attachment. In 1764, in the famous 
case Solomons v. Ross,** an English court had permitted a Dutch trustee in bank- 
ruptcy to collect assets attached by an English creditor after the debtor had become 
insolvent, but before he was adjudged bankrupt in Holland. 

Institution of local bankruptcy proceedings is a means to secure equal treatment 
for all creditors, but it has been used also to give priority to the local creditors. The 
Prussian Code of Civil Procedure of 1793 provided that when bankruptcy was de- 
clared abroad and assets were located in Prussia, a local bankruptcy had to take 
place in Prussia. In that bankruptcy, only the creditors in Prussia could participate; 
a surplus was at the disposal of the foreign court.*® Because of difficulties with 
other countries, the Code was amended five years later and non-resident creditors 
were admitted unless it could be proved that their country discriminates against 
foreign creditors.*° 

The rule of the Prussian Code, without the amendment, is still found in some 
countries in South America. The Commercial Code of the Province of Buenos 
Aires of 1859,*7 which became the Commercial Code of Argentina in 1862, provided 
that local creditors should be paid before the other creditors in the case of concur- 
rent bankruptcies. This is still the law in Argentina,** and it has been adopted by 
Uruguay,** Paraguay,** and, recently, Peru.*° The provision reads: “The bank- 
ruptcy also declared by the courts of the Republic shall not take into consideration 
the creditors belonging to the foreign bankruptcy, except if a surplus remains after 
payment in full of the creditors in the Republic.” 


57 Galbraith v. Grimshaw, [1910] A. C. 508. It prompted a change in the Scottish bankruptcy law 
to secure recognition: Dicry, ConFLict or Laws (5th ed. by Keith, 1932) 369 note (u). 

*8y H. Bl. 131 note (1764). Cf. Nadelmann, Solomons v. Ross and International Bankruptcy Law 
(1946) 9 Mop. L. Rev. (No. 2). 

®° Code of Civil Procedure, 1793, pt. I, tit. 50, §665, 2 Levi, CommerciaL Law oF THE Worip 
(1852) 357. 

“° Appendix to the Code, §379, added by decree of Sept. 24, 1798, Novum Corpus ConsTITUTIONUM 
Prussico-BRANDENBURGENSIUM (1798) 1758. 

“2 Sec. 1531 of the Code. The drafters may have drawn from the Prussian Code which was repro- 
duced without the amendment in Satnt-JosEpH, CONCORDANCE ENTRE LES CopEs DE COMMERCE 
ErraNGERS ET LE CopE DE COMMERCE Francais (1851) 120. 

os Bankruptcy Law No. 11.719 of 1933, §7; 1 CasTiLLo, La QUIEBRA EN EL DERECHO ARGENTINO 
(1940) §103. Cf. Zeballos in 2 Weiss, MANUAL DE DERECHO INTERNACIONAL PrivaDo (1912) 652, note. 
*8 ComMERCIAL CopE, §1577; SCARANO, TRATADO DE LA QUIEBRA (1939) 210. 

** ComMERCIAL CopE, §1383; 2 SAPENA Pasror, DERECHO INTERNACIONAL PRIVADO (1945). 
“© Bankruptcy Law No. 7566 of 1932, §26 (2); SANcHEz Paxacios, LEY PROCESAL DE QUIEBRAS (1939) 
20. . 
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Under this rule, non-resident creditors are prevented from receiving their equal 
share whenever there are two bankruptcies, one in the country and one abroad. AIl- 
most since its inception, the rule has been denounced by leading Argentine jurists, 
among them Calvo.*® More recently, Dr. Carlos Alberto Alcorta in an address‘? 
warned his countrymen that maintaining the rule might lead to the same conse- 
quences that a Swiss Canton experienced at the hand of Louis XVI.** 

Local commentators of the rule*® have stressed the need for protection of the 
local creditor against similar practices abroad. This does not justify application of 
the rule against creditors from countries which observe the principle of creditor 
equality.° It was said recently that without such a rule local creditors might lose 
their share in the assets abroad because of foreign exchange regulations.*4 Under 
the principle of marshalling, known in all legal systems,” creditors who have re- 
ceived payments abroad, are not paid until the other creditors have received the 
same proportion of their claim out of the local assets. Marshalling, therefore, gives 
the local creditor every possible protection. 

One of the priority rules based on factors other than residence is that which 
gives preference to branch creditors when the local branch of a foreign enterprise 
is declared bankrupt. Mexico’s new bankruptcy law provides that the bankruptcy 
in Mexico of a branch of a foreign enterprise affects the assets in Mexico and the 
debts resulting from operations of the branch.** Only creditors of the branch thus 
share in the Mexican assets.™* 

A ruling of the Swiss Supreme Court in the matter of Peter® had the same 
effect. The branch in Switzerland of an Austrian textile firm had been declared 
bankrupt in Switzerland. Creditors who were not creditors of the branch were 
not allowed to prove in the bankruptcy. The court relied on a provision in the 
law®® under which creditors of a non-resident debtor may seek execution in Switzer- 
land only if the debtor has a branch in Switzerland and the debt results from trans- 


46 5 Catvo, Droir INTERNATIONAL (5th ed. 1896) No. g11 in fine. Cf. Quesapa, Esrupios soBRE 
qurebrRaAs (1882). 

“7 Régimen internacional de la quiebra (1924) 14 JURISPRUDENCIA ARGENTINA 130, 134, reproduced 
in 4 Vico, CuRso DE DERECHO INTERNACIONAL PRIVADO (1927) 115. See also: Arcuas y LascaNo, TRa- 
TADO DE DERECHO INTERNACIONAL PRIVADO (1926) 315; 2 ORIONE, LEY DE QUIEBRAS (1935) 331. 

‘8 Supra page 697. 

*° E.g., ARMENGOL, FUNDAMENTOS Y CRITICA DE LA LEY DE QUIEBRAS (2d ed. 1914) 218; 9 MALa- 
GARRIGA, Copico pE Comercio (3d ed. 1926) 64. 

5° Cf, Nadelmann, Principales problemas del derecho internacional de quiebras in 2 MEMORIA DE LA 
TERCERA CONFERENCIA DE LA FEDERACION INTERAMERICANA DE ABoGaDos (1945) 211. Cf. the amend- 
ment to the Prussian Code of 1793, supra. 

15 RIVAROLA, TRATADO DE DERECHO COMERCIAL ARGENTINO (1940) §1409. 

52, S. Bankruptcy Act, §65 (d), 30 Strat. 563 (1898), 11 U. S. C. §105, 3 CozteR, BANK- 
ruptcy (14th ed. 1940) §65.05. English law: Banco de Portugal v. Waddell, 5 App. Cas. 161 (1880). 
French law: App. Paris, May 11, 1927, (1928) JourNat pu Drotr INTERNATIONAL, 654. Cf. supra 
note 29. 

5° Bankruptcy Law of Dec. 31, 1942, §13 (3); RopricuEz RopricuEz, LEY DE QUIEBRAS Y SUSPENSION 
DE PAGOS (1943) 29. 

®* Strongly criticized by ARCE, MANUAL DE DERECHO INTERNACIONAL PRIVADO MEXICANO (1943) 381. 

55 Bundesgericht, April 30, 1914, AMTLICHE SAMMLUNG, 40.III, 123. 

*° Law on Executions and Bankruptcy of 1889, §50. 
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actions with the branch. The court held that the legislator had thus intended to 
reserve the assets in Switzerland for the creditors of Swiss branches.* 

Normally, a branch has no distinct personality. It has no assets of its own, 
nor is there a legal relationship between branch debts and local assets. These assets 
may have no connection whatsoever with the operation of the branch. Grant to 
branch creditors of priority rights on local assets violates the principle of creditor 
equality. Maintenance of large funds’ in countries with such a priority rule may 
be detrimental to the creditors generally. 

Branches sometimes are a distinct entity. In banking and insurance, for ex- 
ample, where supervision is necessary in the public interest, legislation in many 
countries regulates the admission and administration of branches of foreign estab- 
lishments making the branches separate entities with separate assets and debts. By 
express provision™ or implicitly,°® branch creditors then have a priority on the 
branch assets. 


SEPARATE EsTABLISHMENTS 


The case of a debtor with distinct and separate establishments has long played 
an important role in the matter of priorities.°° Under Roman law, when a slave 
operated distinct businesses for his master, the creditors of each business were con- 
sidered separately in the distribution of the assets; for “credit was given more to the 
business than to the business owner.”** The rule disappeared with the modern 
codifications. Nowhere does the law prescribe separate consideration of the cred- 
itors if a debtor has distinct and separate establishments in the country. “The 
whole property of the debtor is a common pledge for all his creditors.”® 


In private international law, the rule is still found in South America. In Brazil, 
when a debtor domiciled abroad has two distinct and separate establishments, one 
abroad and one in Brazil, the creditors with claims payable in Brazil have a priority 
in the bankruptcy of the establishment there. Determination of a “distinct and 
separate” establishment lies with the local court and may have grave consequences 
depending upon the respective financial status of the domestic and the foreign estab- 
lishment.** Courts outside Brazil may, because of the provision in the Brazilian 


7 Bundesgericht, April 14, 1936, AMTLICHE SAMMLUNG, 62.III, 74, notes the possibility that the 
priority right may not be recognized abroad (matter of the Bank of London, Ltd.). 

58 See, e.g., the banking laws of Chile (§13), Peru (§33), Mexico (§227) now replaced by the new 
bankruptcy law, supra note 53. 

5° See Moscow Fire Ins. Co. v. Bank of New York & Trust Co., 280 N. Y. 286, 309, 20 N. E. (2d) 
758 (1939), aff'd 309 U. S. 624 (1940), for the construction of the New York Insurance Law. When 
a deposit is required, creditors become secured to the extent of the special fund. Matter of People 
(Southern Surety Co.), 282 N. Y. 54 (1939); (1940) 88 U. oF Pa, L. Rev. 1018. 

*° Discussed in Nadelmann, Foreign and Domestic Creditors in Bankruptcy Proceedings—R t 
of Discrimination? (1943) 91 U. of Pa. L. Rev. 601, 613 ff. 

2D. 14.4.5.15. 

*2 Code Napoléon, §§2092, 2093. 

°° Bankruptcy Law No. 5746 of 1929, §161, supra note 35. Cf. Code of Civil Procedure of 1939, 
§788; Tenorio, DireEITo INTERNACIONAL PrivaDo (1942) §532. 

**Cf. App. Paris, May 11, 1927, (1928) JournaL pu Droir INTERNATIONAL, 654 (matter of the 
Banque Francaise pour le Brésil). 
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law, think that they, too, can refer Brazilian creditors to the assets in Brazil if 
they consider the establishment there as a “distinct and separate” one. 

Peru’s bankruptcy law of 1932 contains a provision related to the separate estab- 
lishment concept. Debts contracted outside Peru are admitted on an equality basis 
to the extent to which the money has been employed in an enterprise in Peru. 
Credits invested in a foreign enterprise of the bankrupt are paid after full payment 
of all other claims. 

The separate establishment doctrine has been used also in bankruptcy treaties. 
Both the Montevideo treaties and the Bustamante Code of Private International 
Law distinguish between a debtor who has only one establishment and a debtor 
with different independent establishments in different countries. Under the Busta- 
mante Code, when a debtor has divers “economically entirely separate commercial 
establishments” in more than one country, there may be as many bankruptcies or 
arrangement proceedings as establishments. Otherwise, the court of the domicile 
of the debtor has exclusive jurisdiction and the adjudication has full effect every- 
where.®® The system of Montevideo is more involved. 

In the Montevideo treaty of International Commercial Law of 1889, ratified by 
Argentina, Paraguay, Peru, Uruguay, Bolivia, and Colombia, a distinction is made 
between a debtor with two or more “independent commercial houses” in different 
countries and other debtors, including those who “trade occasionally in another 
country, or maintain there agencies or branches operated for account and under 
the responsibility of the main house.” In the first case, the court of the seat of each 
independent house has bankruptcy jurisdiction. Otherwise, only the court of the 
commercial domicile of the debtor has jurisdiction.6* When bankruptcy has been 
declared in one country and assets are also located in another country, creditors 
with claims payable in that country may ask for another bankruptcy there. The 
proceedings then are conducted separately.°* The authorities disagree upon whether 
the right to ask for a separate bankruptcy applies in every case, or only when there 
is an independent house in the country.” It is also controversial whether in the 
case of independent houses the local assets shall be separated for distribution pur- 
poses even when no separate bankruptcy is declared.” 

The system of the treaty of 1889 has been replaced by another system in the 
new treaties of Montevideo signed in 1940 at the Second South American Congress 


°* Bankruptcy Law No. 7566 of 1932, §26 (3), supra note 45. 

°° Bustamante Code, §§414, 415, 86 League of Nations Treaty Series 362, THE INTERNATIONAL Con- 
FERENCES OF AMERICAN STATES, 1889-1928 (1931) 367. Cf. BusTAMANTE Y SIRVEN, MANUAL DE DERECHO 
INTERNACIONAL Privapo (3d ed. 1943) No. 262. 

°* Sections 35, 36 of the treaty, REPORT OF THE INTERNATIONAL AMERICAN Concress (1890) 876; 
(1897) JournaL pu Droir INTERNATIONAL 900; 2 ROMERO DEL Prapo, MANUAL DE DERECHO INTER- 
NACIONAL PrivaDo (1944) 577. 

*8 Sections 39, 40 of the treaty, supra note 67. 

°° See discussion, March 15, 1940, at the Second South American Congress of Private International 
Law, Montevideo, 1939-1940, in the Commission on International Commercial Law. Actas DE LA RE- 
UNION DE JURISCONSULTOS, MONTEVIDEO (SEGUNDA ErTapA), DOCUMENTACION PROVISORIA, COMISION DE 
DERECHO COMERCIAL INTERNACIONAL, Acta No. 3. 


°° Ibid. 
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of Private International Law. Creditors now have a right of priority of payment 
out of the assets in the country in which their claim is to be paid, whether or not 
there are independent houses, and whether or not the bankruptcy is conducted in 
a single or in several proceedings." The place of payment gives a right to priority 
of payment out of the local assets in all cases. The “place of payment” distinction, 
used in the “independent house” system as an auxiliary to separate the claims, is 
made the basis of a system itself. 

The argument made at the Conference in support of the new system was that 
“in considering the status and the possibilities of payment of a prospective partner 
to a business transaction one takes into account exclusively the rights and debts the 
person has in the country where the contract is made, not those which he may 
have in other countries.”"* One would think that this reasoning” is conceivable 
only in the “independent house” situation where it has been used since the times 
of the Roman law. The possibility that the assets may be in another country when 
the debt becomes due, is too obvious to be disregarded. The basis for any credit 
system is shaken if the guaranty given by the whole estate is relinquished for a 
speculation on assets that may be found in the country where payment can be 
claimed. The debtor himself can determine what shall be paid by transferring 
assets from one country to another before the bankruptcy declaration. As there is 
no relation between local assets and local debts, except in the case of independent 
houses, it is impossible to determine the assets which should be in any one country. 

At the Conference, the new rule had been introduced by the delegate from 
Uruguay™ and was adopted contrary to the wishes of the delegates from Argen- 
tina.7> Since the Conference, adverse criticism has been expressed not only in 
Argentina,”® but also in Uruguay’ where a comprehensive study of the “doctrine 
of Montevideo” and the treaties of 1889 and 1940 has been published.** The events 


" Treaty of International Commercial Law, §48 (2) : ad Treaty of International Law of Civil Pro- 
cedure, §20, signed at the Second South American Congress on Private International Law; for translations, 
see 37 Am. J. Int. L. Supp. 95, 120, 139. Cf. 2 RoMERO DEL Prapo, op. cit. supra note 67, at 580 and 
962. 

72 Dr. Vargas Guillemette of Uruguay, July 25, 1939, at the Commission on International Procedural 
Law: Acras DE LA REUNION DE JURISCONSULTOs, MONTEVIDEO (PRIMERA Erapa), DocuMENTACION Pro- 
visortA (1940), CoMIsIoN DE DERecHOo ProcesAL INTERNACIONAL, Acta No. 4, 26; idem, August 1, 1939, 
at the Commission on International Commercial Law: ibid. Comision DE DerecHo CoMERCIAL INTER- 
NACIONAL, Acta No. 7, 57. 

78 Cf, CarrIo, APUNTES DE DERECHO INTERNACIONAL PRIVADO (Montevideo, 1911), 264. 

™ Supra note 72. 

*5 See Dres. Ruiz Moreno and Bollini Shaw, July 25, 1939, AcTas supra note 72; Dr. Gonzales Gow- 
land, March 15, 1940, at the Commission on International Commercial Law: Actas DE LA REUNION DE 
JuRIsconsuLTos, MonTEVIDEO (SEGUNDA Erapa), DocuMENTACION Provisorta (1940), CoMISION DE 
DerecHo CoMERCIAL INTERNACIONAL, AcTA No. 3. 

76 5 ROMERO DEL PRADO, op. cit. supra note 67, at 585 and 963; Videla Aranguren, El concurso civil 
de acreedores en el Congreso de Montevideo 1939/1940 (1941) Revista ARGENTINA DE Derecuo IN- 
TERNACIONAL 342; idem, Las quiebras en el Congreso de Montevideo 1939/1940 (1942) Revista ARGEN- 
TINA DE DERECHO INTERNACIONAL 450; tdem, Note (1943) 29 Revista Juripica ARGENTINA La Ley 902, 
note (a). 

77 ALFONSIN, QuiEBRAS, La Doctrrina DE MONTEVIDEO Y Los TRATADOS DE 1889 y 1940 (Montevideo, 
1943) 132. 

*8 Only Uruguay has so far ratified the new treaties (Law No. 10.272 of 1942). 
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of Montevideo show that the desire for a local priority rule is still strong in South 
American countries. These events are due largely to the fact that the countries of 
the treaty of 1889 still have in their local law the provision which gives priority to 
local creditors in the case of concurrent bankruptcies. It remains to be seen how 
the criticism of the new treaty rule will affect the future of the priority rule in the 
local law.” Both issues are interrelated. Growing commercial interrelations should 
eventually lead to the elimination of the rules. 


SpeciaAL SITUATIONS 


The Russian Assets. With the nationalization of Russian banking and insurance 
companies by the Soviet decrees of 1917 and 1918, distribution problems arose with 
respect to the corporate assets outside Russia. If these assets were insufficient to 
cover the claims of creditors outside Russia, the company was in effect insolvent 
in so far as such creditors were concerned. Application of bankruptcy principles 
was indicated for the distribution of the assets. This was done in most countries.*° 

Reference may be made, for example, to the decisions of the French courts in 
the matter of the Russo-Asiatic Bank. That bank was brought in judicial liquida- 
tion, a proceeding analogous to bankruptcy, in the French courts. The question 
arose whether creditors who had dealt with the bank in Russia and China should 
be admitted in the distributions in France on equality with the local creditors. 
The Paris Court of Appeals** ruled that there was no provision in the law permit- 
ting differentiation. In so far as the individual creditor has received payments in 
the liquidation of the Chinese branch, marshalling was prescribed to maintain 
equality. 

The distribution problem would have created no difficulty in the United States, 
could the federal bankruptcy act have been applied. Banking and insurance cor- 
porations, however, are excepted from the bankruptcy act*? and are controlled by 
state law. In the state of New York, a special law was passed in 1936 providing 
for the appointment of receivers to liquidate local assets of foreign corporations 
which have ceased to do business or have been dissolved, liquidated, or national- 
ized.®* This law gives the claims a ranking for distribution purposes. Originally, 
a priority was established for claims which arose or accrued in favor of residents 
of the state of New York and claims based on causes of action which accrued or 
arose in the state of New York.8* The constitutionality of this provision was ques- 
tionable in view of an important decision of the Supreme Court of the United 
States. A statute had been passed in the state of Tennessee giving residents of 

7°In Argentina, Dr. Alcorta had suggested in 1924 replacement of the local priority rule by the 


“separate establishment” rule of the Montevideo Treaty of 1889; Joc. cit. supra note 47. 

8° For England, e.g., see CHESHIRE, PRIVATE INTERNATIONAL Law (2d ed. 1938) 151 and references 
there. 

®2 App. Paris, July 22, 1929 (1929) Journat pu Drorr INTERNATIONAL 78, 1095 (with note by 
Picard); (1930) Revue pE Droir INTERNATIONAL Privé 114 (with note by Valensi). 

82, S. Bankruptcy Act, §4, 52 Stat. 845 (1938), 11 U. S. C. §22 (Supp. 1945). 

88N. Y. Laws 1936, c. 917; N. Y. Civ. Practice Act, §977-b. 

®4 Subd. 16 (c) of §977-b, supra note 83. 
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Tennessee a priority over other creditors in the liquidation of the local assets of 
foreign corporations. Regarding creditors from other states of the Union, the 
statute was declared unconstitutional in Blake v. McClung® for violating the Article 
of the Constitution of the United States which entitles citizens of each state to all 
privileges and immunities of citizens in the several states.** The New York law 
of 1936 was amended in 1938. It now provides priority for claims which accrued 
or arose in favor of persons residing and corporations organized in the United 
States or in a ‘state thereof, and for claims based on causes of action which accrued 
or arose in the state of New York.’* Under this provision, American citizens and 
foreigners alike who reside outside the United States and have no New York claims 
are not paid when the assets are insufficient to pay the other creditors. The con- 
stitutionality of the provision has not yet been tested. 

This differentiation between creditors is a departure from the traditional policy 
of the state of New York. Full equality was prescribed as far back as 1775 by a 
Colonial Act which first gave the possibility of a distribution proceeding for the 
local assets of a non-resident debtor.*® The policy of equal admission of non- 
resident creditors, particularly stressed in Matter of Bonnaffé,°° had been maintained 
ever since. As late as 1926, creditor equality was declared to be the policy of the 
state of New York by the highest court of the state in Matter of People (Norske 
Lloyd Ins. Co.).°' The New York law differs from the federal policy of equal dis- 
tribution without regard to the place of residence, laid down in the federal bank- 
ruptcy act.°? 1 

It was the problem of the disposition of the Russian assets which led to the 
New York legislation of 1936 providing for the liquidation of local assets of for- 
eign corporations. This legislation, oddly enough, cannot now be applied to the 
distribution of the Russian assets because of the Litvinov Assignment and the effect 
given it by the Supreme Court of the United States in the Pink case. 

The Pink Case. As an incident to the recognition of the U. S. S. R. as the de 
jure government of Russia, the United States Government, in 1933, accepted an 
assignment by the U. S. S. R. of its rights as a successor to the nationalized Russian 
insurance and banking corporations to the assets in the United States of these cor- 


*5 Tenn. Laws 1877, c. 31, §5, 3 TENN. Cope Ann. (Williams, 1942) §4134. Cf. Carpenter v. 
Ludlum, 69 F. (2d) 191 (C. C. A. 3d, 1934). 

8¢ 172 U. S. 239 (1898). Cf. Goopricn, Conriict or Laws (2d ed. 1938) 521. 

®7U, S. Constr. Art. IV, §2 (1). 

88N. Y. Laws 1938, c. 604; N. Y. Civ. Practice Act, §977-b, subd. 16 (c), as amended, 2 Laws 
or N. Y. (Thompson, 1939) 1744. Cf. Sobel, Civil Practice Act Amendments (1938) 10 N. Y. St. 
Bar A. Butt. 73, 81. 

®°N. Y. Act for Relief ‘against Absconding and Absent Debtors, April 3, 1775, c. 1731, 5 N. Y. 
CoLoniaL Laws (1894) 807. 

°° 23 N. Y. 169, 178 (1861). See also Matter of Coates, 3 Abb. App. Dec. 231 (N. Y. 1856) for a 
discussion of N. Y. Rev. Stat., pt. II, c. V, tit. I, art. First, §1 (2), 1 Rev. Srar. (1836) 764. 

2 242 N. Y. 148, 164, 151 N. E. 159 (1926). 

°° Supra page 699. Commenting on the bankruptcy power under the Federal Constitution, Story 
warned of the consequences which a preference given to domestic creditors by one state of the Union 
may have for American citizens in general in regard to their position as creditors abroad. Srory, op. cit. 
supra note 1, §1109. 
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porations (the “Litvinov Assignment”). Considerable litigation evolved from the 
claim of the United States Government for the assigned assets.* This litigation 
is of interest here only in so far as the rights of the creditors of the corporations 
are concerned. 

In the case of the New York branch of the First Russian Insurance Co., the local 
creditors were paid and payment of the foreign creditors has already been author- 
ized by the New York courts when the United States Government claimed the 
assets from the New York Superintendent of Insurance who held them as receiver. 
The Superintendent opposed the claim. One of his arguments was that it was 
against “due process of law” guaranteed by the Constitution of the United States” 
to bar the payment of the foreign claims. The Supreme Court of the United States, 
in United States v. Pink,” held that the United States is entitled to the property 
as against the corporation and the foreign creditors.°* The decision has been the 
subject of much discussion and critical comment.** 

The majority opinion refers to Disconto Gesellschaft v. Umbreit®® and states that 
the Federal Government is not barred by the “due process of law” clause of the 
Constitution from securing for itself and American citizens priority against cred- 
itors who are nationals of foreign countries and whose claims arose abroad. “There 
is no Constitutional reason why this Government need act as the collection agent 
for nationals of other countries when it takes steps to protect itself or its own 
nationals on external debts. There is no reason why it may not, through such 
devices as the Litvinov Assignment, make itself and its nationals whole from assets 
here before it permits such assets to go abroad in satisfaction of claim of aliens made 
elsewhere and not incurred in connection with business conducted in this country.” 


This is the Constitutional aspect of the question involving the interpretation of 
the “due process of law” clause. Even greater importance is attached to the 
political decision by the Executive Branch and the Congress of the United States 


®3.Cf, HoLLANDER, CONFISCATION, AGGRESSION, AND ForeiGN-Funps ConTrRoL IN AMERICAN Law 
(1942) 7 ff.; Scheftel, La reconnaissance internationale du Gouvernement Soviétique et ses répercussions 
sur la jurisprudence américaine (1938) JourNAL pu Droit INTERNATIONAL 452. 

®*U. S. Const. AMEND. V. 

*5 315 U. S. 203 (1941) (Stone, C. J., and Roberts, J., dissenting); LaurerPpacHt, ANNuaL Dicgst 
anp Reports oF Pusiic INTERNATIONAL LAW Cases 1941-1942 (1945) 48; (1945) 67-72 JouRNAL DU 
Droit INTERNATIONAL 75. 

°° Applied in Steingut v. Guaranty Trust Co. of New York, 58 F. Supp. 623 (S. D. N. Y. 1944) 
(assets of the Russo Asiatic Bank). 

®°7 See, e.g., Borchard, Extraterritorial Confiscations (1942) 36 Am. J. Int. L. 275; Jessup, The Lit- 
vinov Assignment and the Pink Case (1942) 36 Am. J. Inr. L. 282; Cheatham, Odservations au sujet de 
la décision rendue par la Cour Supréme des Etats Unis dans Vaffaire United States v. Pink (1945) 67-72 
JournaL pu Droit INTERNATIONAL 48; Note (1942) 51 YALE L. J. 848. 

°° Supra page 699 (a state policy was upheld preventing creditors from abroad from taking assets out 
of the state for distribution abroad; no question of a distribution order was involved for distributions 
within the state). 

°° Mr. Justice Douglas, speaking for the majority, 315 U. S. at 228. 

100 “The only general principle for interpreting this. ‘due process of law’ clause would appear to be 
this: Legislation which appeals to the majority of the Supreme Court as shockingly unfair to the indi- 
viduals affected is unconstitutional.” Wm. Draper Lewis, Human Rights in England and the United 


States (1946) 243 ANNALS 60, 63. 
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regarding the ultimate disposition of the corporate assets and the payment of the 
foreign claims. A fundamental question of policy is involved. 

Seized Enemy Assets. Distribution problems similar to those in the matter of 
the Russian assets arose after the First World War with regard to seized enemy 
private property.®’ These problems now appear again.’°? If the local assets are 
insufficient to pay the claims of all non-enemy creditors, their equal distribution 
appears indicated. 

Public Debts. The recognition of the principle of creditor equality is less firmly 
established in public than in private law. This was evidenced by the decision of 
the Hague Permanent Court of Arbitration in 1904 in the Venezuelan Preferential 
Claims case. The question was whether the three countries, Germany, Great Brit- 
ain, and Italy, which had blockaded Venezuela for non-payment of its foreign debts, 
were to be paid before the non-blockading creditor countries out of the revenues to 
be set aside by Venezuela for the payment of the foreign debts. The Tribunal 
held*®* that, because the three powers had asked for priority and Venezuela had 
not objected, they were entitled to it. The decision has been called “bad both in 
law and morals.”2* Actually, it gave a premium to the use of force and war. The 
general disapproval of the decision’ may indicate a growing recognition of the 
principle of creditor equality also in public law. 


REMEDIES 


The situations here discussed demonstrate that instances of differentiation and 
discrimination against distant creditors are not infrequent. Regarding creditor 
equality, the stage has obviously not yet been reached where it is generally recog- 
nized that “we cannot successfully cooperate with the rest of the world in estab- 
lishing a reign of law unless we are prepared to have that law sometimes operate 
against what would be our national advantage.”?%" 

Infringements of the rule of equality have created a feeling of general insecurity 
in foreign trade. Creditors demand special guaranties for fear that their rights may 


101 See Hays, ENEMY Property IN AMERICA (1923) 31; Rabel, Situs Problems in Enemy Property 
Measures (1945) 11 Law & ConTeMpP. Pros. 118, 132. Cf. in re Wiskemann, 92 L. J. Ch. 349 (1923). 

102 Cf, DoMKE, TRADING WITH THE ENEMY IN Wortp War II (1943) 307; Littauer, The Unfreezing 
of Foreign Funds (1945) 45 Cox. L. Rev. 132, 160; Rubin, “Inviolability” of Enemy Private Property 
(1945) 11 Law & Contemp. Pros. 166, 179 note 42 (b); Paris Agreement on Reparations, esp. Art. 6A 
and Res. No. 3 (Jan. 27, 1946) 14 Dep’r or Stare BULL. 114, 117, 122. 

108 4 Moore, DicEsr oF INTERNATIONAL Law (1906) 118, (1908) 2 Am. J. Int. L. 907, 2 JouRNAL DU 
Droit INTERNATIONAL, Tables 1874-1904 (1905) 1139; Scorr, THE Hacue Court Reports (1916) 55. 

104 FIERSHEY, EssENTIALS OF INTERNATIONAL Pusiic Law (Rev. ed. 1927) 474, note 2. 

105 See, e.g., 1 Scott, THE Hacue Peace CoNnFERENCES OF 1899 AND 1907 (1908) 391; FiscHER 
WixuraMs, CHAPTERS ON CURRENT INTERNATIONAL LAW AND THE LEAGUE OF Nations (1929) 322; Hup- 
SON, INTERNATIONAL TRIBUNALS (1944) 131; I SCHWARZENBERGER, INTERNATIONAL Law (1945) 239; 
Mallarmé, L’ Arbitrage Vénézuélien devant la Cour de la Haye (1906) 13 Revue GénéraLe ve Droir 
INTERNATIONAL PuBLIc 423. 

*°° Professor Borchard notes as a circumstance where intervention may be legitimate: when foreign 
creditors are illegally treated, especially if they are discriminated against in favor of national creditors, or 
if certain categories of creditors are preferred to others. BorcHARD, DipLoMATIC ProrecTION OF CITIZENS 
AsroaD (1915) 312. 

*°TMr. Justice Jackson, The Rule of Law among Nations (Address) AM. Soc. Int. L., PRocEEDINGS 
(1945) 18 (Washington Meeting, April 13-14, 1945), also in (1945) 31 A. B. A. J. 290, 294. 
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be curtailed by a local priority rule. Domestic trade cannot be conceived without 
a system guaranteeing all creditors equal treatment in bankruptcies. International 
trade requires the same security. This security is lacking. 

There are many means to improve the situation. As there are various types of 
differentiation and discrimination, the same remedies cannot be applied to all 
cases. One measure, however, can be considered in all situations. If proper pub- 
licity is given to all violations of the equality rule, the discriminatory rules in all 
likelihood will disappear and violations will become less frequent. 

Diplomatic protection, when there is a denial of justice, and retaliation are 
among the legal remedies. In some countries, retaliation is automatic, as the law 
provides that foreign creditors are admitted on equal terms only if their home 
country does likewise. There can be little doubt that absence of retaliation is 
responsible for the survival of some of the local priority rules. The local creditors 
have the benefit of the rule without being submitted to corresponding treatment 
abroad. 

A preventive measure has been the inclusion of a clause in international agree- 
ments guaranteeing equal treatment in bankruptcy proceedings to the nationals of 
the contracting states. Such a clause is found in a number of treaties of Friendship 
and Commerce, in treaties on Judicial Assistance, and other treaties.1°° It would 
seem that this clause should always be included in treaties of Friendship and Com- 
merce.' The wording of the clause is important in view of the fact that differ- 
entiation against the foreign creditor is not based on nationality exclusively. The 


following text may be appropriate: 


The Nationals of each of the High Contracting Parties shall enjoy equal 
rights in bankruptcy, arrangement, and similar proceedings, regardless of 
their place of residence and the location of their claim. 


The danger of creditor differentiation has been eliminated at the source’’* by 
bankruptcy treaties providing for a single administration of all the assets and their 
equal distribution among all creditors. There are at present many of these treaties.'! 
Fifteen Latin-American countries are bound by the Bustamante Code. The Scan- 
dinavian Bankruptcy Convention covers all Scandinavian countries. Numerous treat- 
ies exist in Central Europe between Austria, Czechoslovakia, Yugoslavia, Hungary, 


208 E.g., the bankruptcy laws of Austria (§58), Czechoslovakia, Yugoslavia, Hungary (§71), 28 
ComMMERCIAL Laws OF THE WoRLD 154. 

709 E.g., treaty between Switzerland and Italy of July 22, 1868, on Establishment and Consuls, §8, 
3 Wo xr, ScHWEIZERISCHE BUNDESGESETZGEBUNG (2d ed. 1908) 614; Convention between Bulgaria and 
Rumania of April 19, 1924, on Judicial Assistance, §1 (4), 33 League of Nations Treaty Series 211; 
the treaties between Czechoslovakia and Lithuania, and Czechoslovakia and Poland, supra note 13. 

320'The customary clauses in these treaties do not always protect against discrimination in bank- 
ruptcy. See WicmorE, A GuipeE To AMERICAN INTERNATIONAL Law (1943) 181 for the text of such a 


trea 


ty. 
*42 “Of course, the practical impossibility of doing equity between creditors in a fragmentary admin- 
istration should be sufficiently obvious.” McLaughlin, Book Review (1936) 50 Harv. L. Rev. 380. 

42 Cf, Nadelmann, Bankruptcy Treaties (1944) 93 U. or Pa. L. Rev. 58. 
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and Bulgaria. Likewise, the Netherlands and Belgium, Belgium and France, France 
and Switzerland, France and Italy, Italy and Yugoslavia, are bound by bankruptcy 
treaties." 

Many efforts have been made to secure equal treatment for the distant creditor 
on a world-wide basis. Resolutions have been passed by many international con- 
ferences stressing the principle of creditor equality..* The Hague Conferences on 
Private International Law,’ the Institute of International Law,!® and the Interna- 
tional Law Association™” have strived toward the same goal in attempting to secure 
the conclusion of a general bankruptcy convention. The Economic Committee of 
the League of Nations, in its draft convention for the International Conference on 
the Treatment of Foreigners dealt with the protection of the non-resident as well as 
the resident foreigner."* Recently, the International Chamber of Commerce con- 
sidered the subject of creditor differentiation’ and adopted a resolution urging the 
conclusion of international conventions to secure creditor equality.’ 


With the creation of the United Nations, the Economic and Social Council has 
become the logical place for a common and systematic effort to do away, once for 
all, with creditor discriminations. Acting as trade barriers, these discriminations 
constitute an international problem of economic character coming under the juris- 
diction of the Council.’*4. The International Trade Organization, if created as con- 
templated,’** would be the specialized agency competent to deal with the subject. 
Should a study of it be decided upon, it would induce all governments to review 
their own legislation and could thus expedite the disappearance of the local priority 


rules. 

The coming International Conference on Trade and Employment has on its 
agenda the conclusion of an international agreement relating to regulations, restric- 
tions, and discriminations affecting international trade.’** One may hope that due 
consideration will be given to discriminations against distant creditors. Great prog- 


118 References in Nadelmann, supra note 112. ‘Treaty between Italy and Yugoslavia of August 12, 
1924: 82 League of Nations Treaty Series 356. 

114 E.g., International Congress of Commerce and Industry, Paris, 1889 (1892) JourNaL pu Droir 
INTERNATIONAL 1119 (report Contuzzi at 1105). 

428 See, notably, Draft Convention of 1925, AcTES DE LA 5£ ConFéRENCE DE Droit INTERNATIONAL 
Privé (1925) 341; (1926) JourNaL pu Droir INTERNATIONAL 822; (1944) 93 U. oF Pa. L. Rev. 94 
(trans.). 

1163 ANNUAIRE DE L'INSTITUT DE Droit INTERNATIONAL (1894) 279; 25 ANNUAIRE (1912) 670; 
(1894) JourNnaL pu Droir INTERNATIONAL 608; (1913) id. 731. 

117 INTERNATIONAL Law Ass’N, 7TH REPorT (London, 1879) 295; id., 37TH Report (Oxford 1932) 
288; id., 39TH Report (Paris 1936) 226. 

118 T raGuE oF Nations, J. O. (1928) 1004; Document, c. 36. M.21. 1929. II, 16. 

119 See Leveque report (1939) ANNALES DE Drorr CoMMERCIAL FRANG¢AIS, ETRANGER ET INTERNATIONAL, 
SuppLEMENT No. 3, 10 (the investigation was confined to discrimination based on nationality). 

120 Toc. cit. supra note 12. 

121 CHARTER OF THE UNITED Nations, c. I, art. 1 (3), c. X, art. 62. 

122 See Dep’r oF STATE, PROPOSALS FOR EXPANSION OF WorLpD TRADE AND EMPLOYMENT (Publication 
2411, Commercial Policy Series 79, 1945); Hyde, The American Trade Proposals: An International Trade 
Organization (1946) 14 Dep’r oF StaTE BuLt. 616. 

123 United Nations, Economic and Social Council, Resolution of Feb. 18, 1946, relating to proposed 
General World Conference on Trade and Employment, (1946) 14 Dep’r or State But. 326. 
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ress would be achieved if a clause against creditor discrimination were included in 
an international agreement on principles of fair trade. Should recourse be open to 
an international tribunal’ in the case of violation of a “principle,” creditors every- 
where would find the security which an American creditor has within the United 
States against discriminatory state’ legislation. Protection against creditor discrim- 
ination would be established internationally. 


324 Cf. Hupson, INTERNATIONAL TRIBUNALS (1944) 213; Timberg, An International Trade Tribunal 
(1945) 33 Geo. L. J. 373; Section of International and Comparative. Law, American Bar Association, 
Resolution of April 27, 1946, for Establishment of a Permanent International Trade Tribunal. 

325 Blake v. McClung, supra p. 707. 
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SOME RESTRICTIONS ABROAD AFFECTING 
CORPORATIONS 


Puanor J. Eper* 


Modern commercial law stems from the medieval law merchant, a cosmopolitan 
law of, by and for a cosmopolitan community, designed to do away with or mitigate 
the distinction between subject and stranger. The modern corporation, however, 
stems from the monopolies granted by the Crown to favored subjects, in the mercan- 
tilist era, for the purpose of trading with, or even preying upon, foreign countries. 

Under the law merchant, partnerships could be freely formed without royal char- 
ter and without regard to nationality. What more natural then that, under the 
Liberal school, it should be deemed an inherent right of merchants to freely form 
joint stock companies or business corporations without having to ask for any special 
authorization? Are they not merely an extended partnership ‘with limited liability? 

Not all countries, however, were willing to follow the example of the leading 
trading nations in permitting commercial freedom of association. Enough of the 
monopoly idea survived, and has continued to survive, to impose the requirement 
of a special authorization at the discretion of the Executive as a prerequisite to the 
organization of a corporation, and to further impose discriminations against foreign 
investors, managers and employees. The restrictions are sometimes statutory. More 
frequently they result from the practical working out of the executive discretion 
allowed by the statutes. The latter aspect must be especially borne in mind. 

The underlying idea persists that there is something sacrosanct, some aura of 
divine grace, in a grant of juristic personality with limited liability. Foreigners from 
many countries who come to the United States are amazed at the facility, rapidity 
and economy with which corporations are organized for every conceivable business 
by any butcher, baker or candystick maker. At home, they still look upon corpora- 
tions as designed for big business only and hence, if foreign, to be potentially dan- 
gerous and therefore to be hedged with every conceivable safeguard for national 
sovereignty and domestic economy; or, if domestic, to be used as a special grant of 
favor to political partisans or personal friends.’ 


* Special student University of Liege, Belgium, 1897-1898; A.B., 1900, College of the City of New 
York; LL.B., 1903, Harvard University. Member of the New York Bar; honorary member Colombian 
Academy of Jurisprudence. Director, Comparative Law Division, Section of International and Compar- 
ative Law, American Bar Association. Chairman, Committee on Foreign Law, New York County Law- 
yers Association. Author of several books and contributor to legal periodicals. 

2 This article does not deal with the limited liability partnership (société de responsabilité limitée, etc.) 
much used on the Continent and in recent years introduced in Latin-American legislation. It is generally 
unsuitable for foreign capital, being more like a partnership, with unlimited authority in the partners, pro- 
hibitions on public subscriptions to shares or bonds and on the issuance of negotiable certificates of stock 
in any form, the interest being assignable only with the consent of the company. Hovupin & Bosvieux, 
Trairt Généray ves Sociérés (7th ed. 1935) 751 et seq. 
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The stronger a country is the readier it will be to treat alien and national alike. 
In fact, it is prosperous and strong because it does so. The history of the great 
trading centers and bourses furnishes many an instance. Antwerp, Amsterdam, 
Lyons, Hamburg, etc., successively were prosperous because they were free to all, 
national and alien, on equal terms. In the nineteenth century, London (with Paris 
second) was the financial center of the world, supplying capital to build America, 
which needed it and had no fear of it. Our own restrictions on aliens are 
anachronisms. 

The principle of freedom of association, the right to organize business corpora- 
tions under general laws, without special government license—so familiar to us that 
we take it for granted—became the rule of the principal commercial countries of 
Europe only late in the nineteenth century—England (1844),? Spain (1869 and Com- 
mercial Code 1885), Germany (1870), France (1873), Italy (Commercial Code 1882), 
etc. The British Dominions patterned their laws on England. 

The principle was not followed in other countries or was severely limited (Aus- 
tria, Finland, Greece, Portugal, Russia, Serbia, Syria). Nor, despite the strong in- 
fluence of French, Spanish and Italian law, was the principle universally followed 
in Latin America. The present situation is that executive authorization is required 
in Argentina, Bolivia, Chile, Guatemala, Haiti, Honduras, Uruguay. In one or two 
others the theory is not denied, but the corporation bureaus (Superintendency of 
Share Companies) tend to stretch their authority to the limit of or beyond the law. 
Under the guise of determining whether or not a proposed corporation meets the 
requirements of the statutes, they exercise an arbitrary discretion which goes un- 
challenged, since no lawyer or businessman will care to antagonize the authorities 
or delay his start by appeal to the courts. 

Where executive discretion is the rule, the opportunity for discrimination against 
foreign interests is obvious, and will be availed of if there is a tendency in govern- 
ment circles towards xenophobia in general or against a particular nationality that 
happens to be in disfavor at the moment. Equally obvious, in reverse, is the oppor- 
tunity for favoritism. The choice of the right lawyer or intermediary may be vital. 

In the other Ibero-American countries, special authorization is not required for 
ordinary business companies but only for special types of business. In recent years, 
the exceptions have tended to become more and more numerous, as they did in 
Europe prior to the war. Banking, insurance, hydroelectric and other utilities and 
public works, oil and mining are amongst the most frequent instances, authority for 
which rests in the discretion of the President or Ministers. 

In both Europe and Latin America, the Registrar of Commerce or the commercial 
or district judge may have to pass on the conformity of the papers to the general 
law. While sometimes these officers are inclined to be extremely technical, I have 
never personally met with any instance of discrimination against foreign interests. 


*In this article, footnotes and citations have been deliberately kept to the minimum. If the writer 
does not furnish chapter and verse for every statement he makes, he invites the reader to accept him on 
faith. 
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Where special executive authorization is required for domestic companies, it is 
usually required in order to domicile foreign corporations. Conversely, where the 
principle of freedom of association is recognized, foreign corporations may be freely 
registered; a few exceptions may be noted—Brazil, Dominican Republic, Mexico 
(usually, however, given automatically if the statutory requirements are met). Argen- 
tina, which requires executive license for domestic companies, does not require it of 
foreign companies, but only on proof of reciprocity—proof difficult to establish for 
American companies. A dangerous feature in those countries is that the licenses to 
foreign companies are usually revocable—true, only for violation of law, or action 
harmful to national economy, but it is not too difficult for an official to find a viola- 
tion if he is bent upon finding one. The Venezuelan Code, following the Italian, 
provides that companies constituted abroad which have their principal seat of busi- 
ness in the country are considered Venezuelan. 


RESTRICTIONS ON ALIENS 


In general, foreign corporations or domestic corporations infested, as local thought 
might have it, with a substantial foreign interest, are subject to the same restrictions 
that are imposed on individual aliens. Most modern constitutions or civil codes 
enunciate the general principle that aliens enjoy the same civil rights as nationals. 
However, in many countries, these rights are so whittled down by special laws or 
administrative practices that the general provision has become somewhat insignif- 
icant. A frequent limitation is on the right to own immovables generally or rural 
property in particular or lands within a specified distance from the frontier or the 
coast. The prohibition is sometimes absolute, sometimes subject to executive dis- 
cretion. It frequently extends to mines, oil, waters and hydroelectric plants; other 
frequent prohibitions are as to ownership of ships and aircraft and communication 
facilities, and engaging in banking and insurance, less frequently as to government 
contracts, newspapers and education. Coastwise shipping and air cabotage are usually 
restricted to nationals or even to native-born citizens. Some countries (e.g., Portu- 
gal, Italy) prohibit aliens from establishing new factories or purchasing existing ones 
without special executive authorization. In Mexico, the disabilities can sometimes 
be overcome by agreeing to be considered a national, for the particular purpose, and 
waiving right to diplomatic protection under penalty of forfeiture. In the case of 
corporations, this provision has to be inserted in the articles of association and in 
stock certificates. A somewhat similar provision (the so-called Calvo clause) usually 
insisted upon in all contracts with the government in Latin-American countries 
has often prevented business being consummated, notwithstanding our State Depart- 
ment does not recognize the validity of the clause. 

In the inter-war period, rampant autarchy and extreme nationalism infected large 
areas of the world. These manifestations, which could not fail to impose restrictions 

* Among progressive countries, Sweden was a notable exception, having imposed rather severe dis- 


abilities on aliens by the Laws of May 30, 1916 and of June 11, 1937. The 1941 Constitution of Pan- 
ama, as compared with the former liberality toward aliens, was a surprising retrogression. 
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on the activities of aliens and corporations, were not confined to countries bent on 
military aggression. Strangely enough, the Nazi-socialist corporation law of 1937,4 
while introducing some substantial reforms, on the whole did not depart from tradi- 
tional law, nor did it restrict nor exclude foreign interests in corporations. The 
subordination of enterprise, German equally with foreign, to the State was accom- 
plished by other means, not by the corporation statutes. 

State monopolies also greatly restrict the opportunities available to foreign capital. 
The recent trend towards government ownership® in such leading countries as Great 
Britain and France will doubtless lead to imitation unless a countercurrent be set 
in motion by the efforts of the United States. 

Where restrictions of the character above mentioned are.imposed on individual 
aliens, they almost invariably apply to foreign corporations and also very generally 
prevent shares in domestic corporations, or at least a majority or substantial interest, 
being held by foreign interests. In the latter case, bearer shares are prohibited. A 
few countries, however, are satisfied with a domestic company regardless of the 
nationality of the shareholders, sometimes coupled with the proviso that the man- 
agers and all or a majority of the directors be citizens. In a couple of countries, 
some of the prohibitions are not against aliens, but only against non-residents. 

PERSONNEL 

There is rarely any prohibition against aliens or even non-residents being incor- 
porators and shareholders of ordinary business companies. Indeed to impose a bar on 
the holding of shares by aliens would be incompatible with the practice of bearer 
shares which is expressly permitted for full-paid stock under nearly all corporation 
statutes other than in the Anglo-American countries. A recent trend, it is true, is 
manifest against bearer shares, largely due to income tax motives. The French law 
of November 13, 1933, permits double voting rights to be accorded to nominative 
(ie. registered) shares. In some of the South American countries, the Superin- 
tendent of Share Companies refuses to permit bearer shares, notwithstanding the 
express permission in the statute. Provisions in by-laws limiting the right to hold 
or vote shares to nationals are held valid in France and would doubtless be upheld 
generally. As already pointed out, where special kinds of business are limited to 
nationals or national companies free from foreign control or participation, a pro- 
hibition against bearer shares is generally coupled to the limitation. 

Not only must there be a minimum number of incorporators (varying from 2 
to 10), but the minimum number of shareholders must be continued under penalty 
of dissolution. The penalty is occasionally expressed in the statute, sometimes im- 


“See generally Ernst Mezcer, Le Nouveau Récime pes Sociérés ANONYMES EN ALLEMAGNE (Paris, 
1939). 
*It is better to avoid the term “nationalization,” as in Latin America this generally means only the» 
transfer from foreign ownership to native, not government, ownership—a process sometimes called 
“naturalization.” The tendency has undoubtedly been accentuated by the confiscation and sale to natives 
of enemy property during the war. It is to be feared that it will not be a transitory trend, but will be 
extended to friendly aliens, unless an active educational campaign is pursued. 
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plied as a matter of general law. Under English and Italian law, the owner of a 
“one-man” company is personally liable. Elsewhere it is customary when a company 
owns a 100 percent beneficial interest in a subsidiary to have dummy shareholders. 
This device, common as it is with us, is not without danger abroad. Under the in- 
fluence of French jurisprudence, the application of the doctrine of “fraud against 
the law” is becoming more frequent, especially in Latin America. Authorities un- 
friendly to foreign capital or instigated by a disgruntled competitor or discharged 
employee, might readily find a useful weapon in this doctrine. 

We are also familiar with the requirement that one or more of the directors must 
be citizens and/or residents of the state of incorporation. There is no such restric- 
tion in the majority of foreign’ statutes, but even where there are similar require- 
ments only occasionally do they cause any inconvenience to American interests. That 
is where the statute (as in Brazil) calls for a larger number of directors than can 
conveniently be found if the choice is limited to citizens of the country. In line with 
what we said about maintaining a minimum number of shareholders, it must be 
borne in mind that in several countries, directors must be shareholders (e.g., France, 
Great Britain, Argentina, Salvador, some of the Swiss cantons). In Cuba, the sec- 
retary of the corporation must be a Cuban lawyer. 

Much more serious difficulties for American-owned companies operating abroad 
are to be found in the labor laws. In Western European countries, technicians and 
skilled labor will be available. Not so in Latin America and the East. The labor 
laws usually require a certain high percentage in number and/or total payroll of 
laborers and “employees” (white collar workers and technical men) to be citizens. 
As to engineers and other technicians, skilled artisans and confidential office work- 
ers, the handicap may verge on disaster for the foreign owner. Human nature is 
as it is; one is more prone to understand, fully confide in and achieve smoothest 
teamwork with one’s own countrymen, high though be the respect and regard for 
others. Restriction of choice violates the essence of sound management. One ex- 
pedient is to pad the payroll with natives, but this is equally contrary to sound busi- 
ness principles. These requirements of the labor laws as to higher employees are in 
conflict with the spirit, if not the letter, of several of the commercial treaties with 
the United States which grant reciprocal rights to traders to select their own agents.® 
Further, they impede the progress and dampen the prosperity of undeveloped coun- 
tries, whose crying need is technical training and experience. It should not be too 
hard a task to convince even the particular professions which have been most active 
in fostering such ultranationalistic legislation that it is not conducive to their own 
best long-range interests. 


* Thus, Art. VII of the Treaty of 1851 with Costa Rica provides that “all merchants . . . and others, 
citizens of the United States, shall have full liberty, in all the territories of the Republic of Costa Rica, 
to manage their own affairs themselves, or to commit them to the management of whomsoever they 
please... .” 1 TREATIES (MALLOY) 341, 343. Language of similar import is found generally in treaties 
of “friendship, commerce and navigation,” ¢.g., treaties with: Colombia (1846) Art. 7, 1 TREATIES 
(MaLLoy) 302; Paraguay (1859) Art. IX, 2 id. 1364, 1366; Argentina (1853) Art. VIII, 1 id. 20, 22; 
Honduras (1864) Art. VII, 1 id. 952, 954. 
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Vortine LimiraTIONs 


Another, this time unintended, discrimination detrimental in practical operation 
to foreign interests is caused by limitations on the voting power of majority stock- 
holders. They may be embarrassing, indeed harmful to the safe conduct of a busi- 
ness, and are a deterrent to that association of American with local capital which is 
now being so generally advocated. That a majority should not exercise autocratic 
control, well and good. That it be deprived of full power of management is intol- 
erable from any sane business standpoint. Stalemates are disastrous. In forty 
years practice, I have never found a single instance where divided control proved 
satisfactory. 

The Italian Code of Commerce gives each stockholder one vote for each share 
up to 5; a holder of 5 to 100 shares has only 1 vote for each 5 shares, and a holder of 
more than 100, only 1 vote for each 25 shares. This seems to have been the origin 
of many of the unsatisfactory provisions in Latin-American statutes. Bolivia, Costa 
Rica and Uruguay follow the Italian system with minor variations. In Colombia, 
no shareholder can vote more than 25 percent of the total stock issued and outstand- 
ing. In Argentina (as in Portugal), no one can vote more than 10 percent of the 
total outstanding or 20 percent of the stock represented at the meeting. 

These prohibitions are evaded in practice by having the stock split up of record 
among many supposed holders. Such a subterfuge runs the risk of being declared 
illegal, at any opportune moment, as a fraud on the law. These limitations also 
tend to alarm prospective foreign investors. 

The Mexican system should commend itself to other Latin-American countries. 
The holders of 20 percent of the stock are entitled to elect one director and one 
member of the supervisory and audit committe and have certain rights of recourse 
to the courts. Under it, American and Mexican interests in the last few years have 
been quite willing to enter into joint ventures. 


There are many hindrances to foreign investment and foreign trade more serious 
than those above pointed out. Exchange controls, undue control of capital issues, 
tariffs, labor conditions, taxation and, above all, security against confiscation in any 
guise or form must be first looked at. Corporate restrictions may, however, weight 
the scale. The restrictions herein dealt with, and some others of analogous char- 
acter, are symptomatic of unhealthy condition. In the social sciences, by curing the 
symptoms we can sometimes move towards curing or mitigating the cause. Every 
effort should be made by trade associations and officials everywhere to remove need- 
less hindrances and to secure passage of general laws with a minimum of adminis- 
trative discretion. Many of the restrictions, it is obvious, are short-sighted measures 
working to the disadvantage of the countries that adopt them. They are, as the. 
Latins say, contraproducentes. They produce results the opposite of what their 
sponsors intended. 
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The needs of the world are reciprocal. To maintain world prosperity, essential 
to our own prosperity, effective world demand must be sustained. If we are to retain 
foreign markets for our products, the United States must be ready not only to in- 
crease imports but to invest and reinvest abroad any balance of payments. In its 
own interest, it must live up to the responsibilities corresponding to its role as the 
leading factor in world economy. 

The dire need of other countries for capital is self-evident, yet we find that in 
many of them, the expressed desire for foreign capital is a mere day-dream, not a 
working aspiration. Any country must avoid giving the impression that it wants 
capital on terms reminiscent of the old vaudeville skit: the bank is open when you 
want to deposit, it is closed when you want to withdraw. As to the frequent utter- 
ance that foreign capital is welcome but only if it is willing to conform to the laws, 
it may be observed that in fact foreign companies are more scrupulous in obeying 
the laws than native capitalists, not from any superior morality but from a keen 
realization that honesty is the only policy when the authorities are ever gunning for 
foreigners. It is not sufficient that laws or treaties provide against discrimination— 
discrimination must cease, in fact, if there is to be a full flow of capital and technical 
skill into the undeveloped regions of the world. 

The Bretton Woods agreements and whatever may come out of the Social and 
Economic Council of UN will prove a poor substitute for the mobility of private 
capital and of skill that characterized and made for the prosperity of the world in 
the nineteenth and early twentieth centuries. We must seek to recapture this mobil- 
ity. The advantages of the division of labor, fundamental tenet of the Liberal 
school, are no less evident in the international realm than in the domestic field. 
Corporations are its most useful legal mechanism. Let them work untrammeled. 











LIMITATIONS ABROAD ON ENTERPRISE AND 
PROPERTY ACQUISITION 


Duptey B. Bonsat* anp Mito A. Borcest 


INTRODUCTION 


We are only now emerging from the greatest international conflict in history. 
At the present writing no peace treaties have been signed. No one can guess with 
any degree of accuracy what effect those treaties may have on existing treaties and 
international agreements. Furthermore, it is not clear whether we are moving into 
a period of international cooperation based on the conception of the equality of 
states and freedom of peoples everywhere to trade with one another, or whether we 
will see a revival of the old balance of power theory with a division of the world 
into different camps having conflicting and competing trade policies and each led 
by one of the great powers. 

In discussing the subject of this article, it must be borne in mind that today 
normal channels of trade are non-existent between the United States and many 
commercially important countries, and moreover that wartime restrictions on trade 
still survive even in countries which were not touched by the military operations of 
the war. 

A natural aftermath of the war has been an increase of economic nationalism 
in many countries. Some of the greater powers seek in this way to rebuild and 
strengthen their economies to a point where they hope they will become invulner- 
able to military attack or to economic domination. Many smaller countries seek 
to attain greater bargaining power vis-a-vis the great powers and greater self- 
sufficiency in the event their trade relations with the great powers are cut off by 
another world conflict. Inevitably this economic nationalism breeds ever greater 
restrictions or limitations abroad on foreign enterprise and property acquisition and 
on the interchange of goods between countries. 

While the United States is formally on record in favor of reducing trade bar- 
riers and the American Republics subscribed to liberal trade principles at the Inter- 
American Conference on Problems of War and Peace held in Mexico City in 


* A.B., 1927, Dartmouth College; LL.B., 1930, Harvard University. Member of the New York Bar; 
partner in the firm of Curtis, Mallet-Prevost, Colt & Mosle; member of the New York State Bar Asso- 
ciation and of the Association of the Bar of the City of New York. Chief Counsel, Office of Inter- 
American Affairs (1942-1945). Member of the United States Delegation to the Inter-American Con- 
ference on Problems of War and Peace, Mexico City, 1945. 

+LL.B., 1928, New York Law School. Member of the New York Bar; specialized in Latin-American 
law; partner in the firm of Curtis, Mallet-Prevost, Colt & Mosle; member of the New York County 
Lawyers’ Association (ex-chairman committee on foreign law). Author of a digest of Cuban Legislation 
1895-1934 and supplements, and of a manual of Colombian Legislation 1931-1944. 
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February and March of 1945, no country, not even the United States, has as yet 
made any substantial progress toward achieving these aims. However, given time, 
the United Nations and its subsidiary organizations, the Paris Peace Conferences 
now in progress and proposed international trade conferences may usher in a new 
era in which the peoples of the world will recognize their own economic inter- 
dependence and in which international law as well as municipal law will give effect 
to that recognition. When that day arrives the trading nations of the world will 
have discarded their selfish aims in an effort to secure broader economic objectives, 
and we can expect the elimination of substantially all of the restrictions here dis- 
cussed which interfere with sound international trade. 

In the past the right of our citizens to trade and acquire property abroad has 
been recognized and protected through treaties of friendship, commerce and navi- 
gation. In recent years, reciprocal trade agreements and treaties for the prevention 
of international double taxation have been negotiated with a number of countries. 

Under our treaties of friendship, commerce and navigation we have sought to 
obtain for American citizens freedom of trade, protection to their person and prop- 
erty, and most favored nation treatment. These treaties, of course, are reciprocal 
in nature and afford our people abroad no greater rights or protection than we are 
prepared to give at home to the people of the other signatory country. Thus, when 
our policy with respect to immigration changed from one of inviting immigration 
to one of restricting it, we began including in our treaties of commerce and friend- 
ship clauses to the effect that these treaties would not apply to immigration, and 
consequently, we find ourselves today in a position where American emigration to 
foreign countries could be restricted or forbidden without doing violence to the 
treaties. 

Almost all of the existing friendship, commerce and navigation treaties are anti- 
quated; some of them were entered into over one hundred years ago and many of 
them were signed at a time when modern concepts of trade and business organiza- 
tion were unknown. The pattern so established over one hundred years ago and 
which has been followed through the years does not appear adaptable any longer 
to present changing economic relations between countries. A new pattern must be 
created, 

While few treaties for the prevention of double taxation have yet been signed, 
they constitute an important step forward in forestalling unreasonable tax barriers 
on international trade. The reciprocal trade agreements made by this country in 
recent years brought about a reduction of certain trade barriers by bilateral action, 
but unfortunately the outbreak of World War II interfered with the effectiveness 
of many of them. 

The reciprocal trade treaty program, however, was a recognition of the inad- 
equacy of the old style treaties of commerce, and a courageous admission on the 


1 The most important ones entered into so far, the ones with the United Kingdom, still ‘await rati- 
fication at this writing. , 
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part of this country that we also had to make substantial concessions to other nations 
through the reduction of tariff barriers, if we expected to further our own export 
trade. 

The next logical step would appear to be to bring about the reduction of trade 
barriers and restrictions through multilateral action, and this possibility is now being 
promoted by the Department of State. So we find that in November, 1945, the 
Department of State issued a White Paper known as “Proposals for Expansion of 
World Trade and Employment” for consideration by the people and the govern- 
ments of other countries and suggested that the Economic and Social Council of 
the United Nations call an international conference on trade and employment late 
this year to discuss international agreements relating to the achievement and main- 
tenance of high and stable levels of employment and economic activity, restrictions 
and discriminations affecting international trade, restrictive business practices, inter- 
governmental commodity arrangements and the establishment of an international 
trade organization as a specialized agency of the United Nations. 

These proposals afford a splendid opportunity to eliminate cumbersome and 
discriminatory trade restrictions and to bring about multilateral agreements which 
will guide international trade relations, provide universally accepted policies for the 
development of private international trade and establish general and sound com- 
mercial practices beneficial to the participating nations. 

Unquestionably such an approach to the problem should prove more effective 
and satisfactory than the old bilateral agreements with their most favored nation 
clauses. 

American foreign business interests acting individually and through nationally 
known business organizations are taking a keen interest in the success of the pro- 
posed conference. 

The work of the Conference will undoubtedly be made more difficult by existing 
economic trends. Among other conflicting concepts is that between international 
trade carried on or controlled by states with that carried on by private enterprise. 
We in this country are dedicated to the principle that except in time of war, inter- 
national trade and foreign enterprise should be left to private initiative. Generally 
speaking, all the European countries which were belligerents in: the last war, have 
today more or less complete monopolies of foreign trade with the possible exception 
of Belgium and Holland. The United Kingdom in recent years has veered towards 
a system of international trade controlled by the state to the end that her imports 
shall be limited to those that the state deems essential, and shall balance her exports. 
The United Kingdom is in the process of nationalizing certain industries. The 
recent decision of the British Government to close permanently the Liverpool Cot- 
ton Futures Market and to replace it with a Central Government buying agency 
or commission has caused considerable criticism both in this country and abroad. 
It may well be true that this action should not be regarded as indicative of a settled 
policy in the United Kingdom toward governmental bulk buying but it is certain 
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to be viewed in many quarters as a distinct step away from the re-establishment 
of private enterprise in the field of foreign trade. Poland and Czechoslovakia have 
recently taken steps towards the nationalization of a number of industries. China, 
in the throes of reconstruction, may go the same way. Yugoslavia has taken over 
all public utility and petroleum properties formerly owned by American interests. 
All these are symptomatic of a trend which if unchecked will result in our prob- 
lem being not one of foreign restrictions on our enterprise and property acquisition 
abroad, but one of complete control. 

To meet this peril it is important that we prove to the world that we are 
sincere in our purpose to eliminate trade barriers for the common good, and not 
solely with a view to fostering our own export trade. In the past our government 
as well as private business has thought too much in terms of exports and has gauged 
the success of our foreign commerce by the size of our favorable balance of trade. 
We should become import minded as well as export minded. We must allay the 
suspicion which still lingers abroad that our aims are selfish, and which has been 
recently described by the eminent French writer Andre Siegfried in the following 
terms: 


“The powerful are feared and, inevitably, also envied. Having, herself, a long record 
of conquests and imperialisms, Europe is quick to attribute to America ambitions and 
ulterior motives which would be characteristic of this older continent if it were today in 
the position of America. Europeans therefore suspect the United States is determined 
to acquire control of a whole system of naval and air bases stretching across oceans and 
continents and to bring pressure everywhere to reduce other people’s tariffs for the benefit 
of Americans, without necessarily intending to reduce the American tariff. The highly 
vocal American criticism of colonial empires is explained by remarking that the United 
States has no need of colonies. 

“This attitude springs from skepticism and from more than a trace of fear, with 
which is mingled the resentment of a continent that has now been deprived of its ancient 
hegemony in the world.”? 


Our own actions in allaying this suspicion will bring about a greater readiness on 
the part of other countries to work with us towards the solution of trade problems 
by multilateral negotiations and agreement. 

Until the results of the proposed World Trade and Employment Conference 
are known, and until peace treaties and definite post-war trade policies are estab- 
lished, it is impossible to write an article which will serve as a world-wide guide 
to lawyers advising clients on particular restrictions on foreign trade. 

The most that can be done today is to indicate some of the present restrictions 
which find more or less general application in those areas of the world where there 
is today something approaching normal conditions of trade. 

In discussing various limitations on enterprise and property acquisition, it must 
be remembered that all of them are not necessarily unjustified or unreasonable. 


* Siegfried, They Envy Us, They Fear Us (April 21, 1946) New York Times Mac. 
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Some of them differ only slightly from those imposed by certain of our states.? The 
unreasonableness may arise from the extent to which the restriction is carried. If 
Cuba chooses to restrict the practice of a profession to Cuban citizens by birth or 
naturalization, she should not be criticized for doing so, but where this Cuban 
restriction goes so far as to provide that a naturalized citizen cannot practice a 
profession requiring licensing until after five years have elapsed since his natural- 
ization that restriction would seem unduly harsh.* 


The growth of economic nationalism breeds with it ever more burdensome bar- 
riers on international trade. However, it would be a mistake to assume that all 
limitations on foreign enterprise and foreign property acquisition stem from this 
cause. Many of the limitations here discussed stem from a very natural and proper 
desire on the part of a people to share in the benefits resulting from the exploitation 
of their natural wealth and the economic development of their countries. No self- 
respecting people could be expected to stand quietly by while foreign capital, man- 
agement and labor exploit their resources and take with them all of the fruits of 
the enterprise. Our Latin-American neighbors saw too much of this in the days of 
the Spanish Empire and after they became independent nations. Many of the 
restrictions here reviewed stem from this very natural and understandable attitude. 


The reader will appreciate that the countries of Europe, Asia and Africa are 
for the most part still going through the transition from war to peace, and in 
many of them ordinary constitutional and legal processes are still suspended or in 
the course of revision or reorientation.> Therefore, any article written today must 
be largely confined to the limitations and restrictions which have prevailed and 
continue in force in the countries of this hemisphere. 


Sussor, AND Lanp OwnersHIP 


Most countries recognize the right of foreigners to own real estate and interests 
in the subsoil. A number of them guarantee the rights of foreigners in this con- 
nection either in their constitutions or by statute. Argentina and Brazil, for ex- 
ample, each have constitutional provisions giving foreigners equal rights with na- 


* A number of our states, including Arizona, Arkansas, California, Idaho, Kansas, New Mexico and 
Wyoming prohibit the ownership of land by aliens not eligible for citizenship, these statutes being pri- 
marily directed against the Japanese. Illinois has a statutory’ provision that an alien cannot hold real 
estate for more than six years. Indiana limits all holdings of real estate by aliens to 320 acres and the 
land so held escheats to the state if the owner does not become a citizen or convey the land within a 
period of five years. Iowa likewise limits aliens to 320 acres, while Minnesota’s limitation is 90,000 
square feet. Mississippi does not permit non-resident aliens to acquire land except as security for a 
debt or as a result of a purchase at a judicial sale where their tenure is limited to twenty years. Non- 
resident aliens are likewise excluded from holding real estate in Oklahoma except that they may take by 
devise in which event they can hold for five years. 

In addition many states have restrictions on the type of activity in which aliens may engage. Most 
of these apply to professions although New Hampshire and some other states deny to aliens the right 
to own pistols. 

* Cuba: Constitution of 1940, Art. 82. 

° The situation in Western Europe and the Far. East was summarized in the early part of the current 
year by Mr. Henry Chalmers of the Department of Commerce in Chalmers, Major Trade-Policy Trends 
During 1945 (Feb. 9, 1946) Foreign ComMercE WEEKLY 3. 

















Limitations ON ENTERPRISE AND Property ACQUISITION 725 


tionals of those countries.® Brazil, however, nothwithstanding the above-mentioned 
constitutional provision, has imposed limitations on the rights of foreigners to hold 
land and rights in the subsoil. By. statute there are limitations on the rights of 
foreigners with respect to land situated near the national frontiers’ and Article 143 
of the 1937 Constitution restricts the exploitation of mines, mineral deposits or any 
other subsoil wealth and hydroelectric power to Brazilians or to companies entirely 
composed of Brazilians. 

With respect to the ownership of land, the limitation most generally found is 
one arising from the needs of national defense. These restrictions apply usually to 
strategic parts of the country including land lying near an international frontier 
or near the seaboard. These areas are commonly referred to in Latin America as 
prohibited zones. Sometimes the prohibition is absolute. Mexico, for instance, has 
a prohibited zone consisting of a strip of 100 kilometers in width along its inter- 
national frontiers and 50 kilometers in width along its coastline. Foreigners are 
prohibited from owning land or water rights in this zone.® 

Ecuador has a prohibited zone running 50 kilometers in width along its frontiers 
and along its coastlines and in this zone foreigners are forbidden to acquire rural 
property either directly or indirectly through individual ownership or through cor- 
porations.” Any acquisition by foreigners contrary to the Ecuadorian law may be 
declared null and void. 

Peru also has a prohibited zone of 50 kilometers in width along its frontiers in 
which foreigners are forbidden to have any interest in land, water rights or mines 
under penalty of forfeiture to the state. In Peru lands and buildings located near 
military establishments are included in the prohibited zone. However, Peru pro- 
vides for exceptions if covered by special laws.’ 

In Brazil the prohibited zone is a strip 150 kilometers wide along its frontiers. 
This prohibition is not absolute being applicable only to land holdings in excess of 
2,000 hectares." 

Haiti has no prohibited zone but foreigners and foreign corporations can acquire 
real property in that country only if they are residents thereof and then only for 
limited purposes, such as residence, farming, manufacturing or education. Foreign- 
ers lose their right to hold real estate in Haiti one year after they cease to be resi- 
dents of that country, or, in the case of a company, one year after it ceases doing 
business there. In such event, the lands so owned may be sold under government 
direction and the proceeds of sale paid over to the owners.’* 

Mexico limits the right of foreigners or foreign companies or Mexican companies 


* Argentina: Constitution of 1853, art. 20, as amended; Brazil: Constitution of 1937, art. 122. 

™ Brazil: Decree-Law 6430 of April 17, 1944: CotEcAo pas Leis pE 1944, Vol. III, p. 30. 

® Mexico: Constitution of 1917, art. 27, sec. I. 

® Ecuador: Decree of Oct. 3, 1940: Recisrro OriciaL No. 35 of Oct. 14, 1940. 

2° Peru: Constitution of 1920, art. 39; Decree of July 22, 1941, EL Peruano No. 170 of July 24, 
1941. 
11 Brazil: Decree-Law 6430 of April 17, 1944: CotrgAo pas Les DE 1944, Vol. III, p. 30. 
12 Haiti: Constitution of 1944, art. 8. 
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having foreign stockholders, to own land in parts of the country lying outside the 
prohibited zone. The acquisition of such lands is dependent on obtaining a license 
from the Ministry of Foreign Affairs. It is a condition of any license that the 
applicants shall consider themselves Mexican for the purpose of the proposed 
acquisition and ownership of land and shall renounce the protection of their 
home government. Moreover, the Ministry of Foreign Affairs may require that 
more than 50 percent of any corporation acquiring such lands shall be owned by 
Mexicans and that a majority of the Board of Directors of any such corporation 
shall be Mexican.1* With respect to farm lands the license application must be 
denied if 50 percent or more of the ownership would be in foreign hands.’* Fin- 
land formerly required foreigners to obtain government permission before acquiring 
land in that country, or before leasing land for a term of more than five years.’ 
We do not know whether this restriction has continued in force after the war. 

Norway and Sweden’® likewise requires foreigners to obtain government per- 
mission to purchase or hold real estate or to engage in mining operations. 

As regards rights in the subsoil, we have already referred to the prohibition con- 
tained in the Brazilian Constitution of 1937 which excludes foreigners from the 
privilege of owning subsoil rights. This prohibition extends to Brazilian com- 
panies with foreign stockholders. 

Following the expropriation of the foreign oil properties in Mexico, that coun- 
try by decree determined that the exploitation of oil belonged exclusively to the 
nation. Since that decree, which was enacted on December 27, 1939, no foreigner 
may own petroleum properties or engage in the production of petroleum in Mex- 
ico.” In Venezuela and in most other Latin-American countries rights in the 
subsoil are the property of the nation. This is also true of Colombia unless the 
original private title was acquired prior to 1873. 

The fact that a certain country does not restrict the ownership of land and 
subsoil rights by foreigners does not necessarily imply that the foreigners may ex- 
ploit the substances of the subsoil without government authorization. There are 
countries where not only the foreigners but nationals as well must obtain a license 
or concession to be able to operate a mine. Even the exploitation of forests either 
by foreigners or nationals may in some. countries require a permit or license. 

On the other hand in Colombia and Venezuela where the rights in the subsoil 
are reserved to the nation, a foreigner or foreign corporation may obtain a con- 
cession from the government to exploit the subsoil. 


18 Mexico: Constitution of 1917, art. 27, secs. I and IV, and regulations thereof contained in: 

1. Organic Law of Dec. 31, 1925, arts. 1, 2, 3, 4, Diario Orictat of Jan. 21, 1926. 

2. Decree of June 29, 1944: Diario Orictat of July 7, 1944 ratified by Act of Congress of Sept. 28, 
1945, Diario Orictat of Oct. 1, 1945. 

** Mexico: Organic Law of Dec. 31, 1925, art. 3: Diario Orictat of Jan. 21, 1926. 

16 Finland: Statutes of 1939, No. 219. 

** Law of May 30, 1916. 

27 Mexico: Decree of Dec. 27, 1939: Diario Oriciat of Nov. 9, 1940. 
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In Colombia, foreign companies engaged in the exploitation of petroleum must 
become domiciled in Colombia and these companies are considered Colombian for 
all purposes.’® 


Lasor Laws 


In setting up new enterprises in foreign countries it is extremely important to 
give careful study to the labor laws of the country involved. There are numerous 
laws to be considered relating to method of employment, term of contract, regula- 
tions affecting termination of employment, old age pensions, workmen’s compen- 
sation, etc. For the purposes of this article, however, it will be sufficient to dwell 
on that body of law which requires the employment of nationals of the country in 
which the industry is located. These requirements stem from the public policy of 
many countries to give maximum employment to their citizens and to afford them 
the opportunity to learn modern techniques brought in from the outside to the end 
that eventually the need for foreign technicians and managerial skill will be largely 
eliminated. While these restrictions may cause a hardship in particular cases where 
the enterprise requires substantial numbers of highly skilled employees, by and large 
they have not been considered a serious obstacle to American enterprise in foreign 
countries, with the exception of Cuba, to which we now refer. 

The law nationalizing labor in Cuba, which is known as the 50 percent law, 
provided that upon its enactment in 1933 50 percent of all labor then employed in 
any one enterprise must be Cuban and that all replacements must be of Cuban 
nationality until eventually 100 percent of the workers would be Cuban.’® Any 
new enterprise is required to employ 100 percent Cuban labor except that if a Cuban 
skilled technician of the type needed is unavailable, a foreign technician may be 
employed if authorization is obtained from the Ministry of Labor. Pursuant to 
the law of nationalization of labor, the Cuban Minister of Labor has issued several 
resolutions on this subject, the latest of which sets forth the requirements to be 
complied with before a foreign technician can be employed. According to this 
resolution”® in order to employ a foreign technician it is necessary for the employer 
to file a petition with a Labor Office giving the name of the technician, a descrip- 
tion of the technical work he is to perform, the efforts made unsuccessfully to find 
a Cuban qualified to do the work, the compensation to be paid to the technician, 
the name of the Cuban apprentice to be employed to replace the foreign technician 
upon conclusion of his apprenticeship, and other details. Proof must be furnished 
that a notice has been published in the local newspapers advertising the need of 
such technician and calling for Cuban applicants. The petition is referred to an 
official labor employment office and eventually reaches the Minister of Labor. If 
the petition is granted the employment of the foreign technician is authorized for a 

18 Colombia: Petroleum Law No. 37 of 1931: Drarto Orictat No. 21637 of March 10, 1931, p. 489. 

1° Cuba: Law Nationalizing Labor, Decree 2583 of Nov. 8, 1933: Gaceta Oriciat of Nov. 8, 1933, 


p. 6145. 
2° Cuba: Resolution No. 868 of April 10, 1945: Gaceta Oricia of April 24, 1945, p. 8104. 
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limited period of time, not to exceed one year. If in the meantime the apprentice 
qualifies for the work or if a qualified Cuban becomes available, the foreign tech- 
nician must be discharged. The foreign technician cannot be employed while the 
petition is pending. 

Less stringent laws are found in the other American Republics. 

In Mexico go percent of the technical workers and go percent of the unskilled 
labor in any particular enterprise must be Mexican, except that if there are five or 
less employees the percentage is reduced to 80. Mexico permits the employment of 
foreign technicians only where Mexicans possessing the necessary skill are not 
available, and requires the training of Mexican technicians to take the place of for- 
eign technicians as soon as they are able to do so.” 

Bolivia requires that 85 percent of the employees be Bolivian and 85 percent 
of the payroll must go to Bolivians except in certain special cases.”* 

Colombia provides that not more than 10 percent of laborers nor more than 20 
percent of the clerical employees may be aliens and not more than 20 percent of 
the laborers’ payroll and 30 percent of the payroll of other employees may go to 
aliens.” 

In Guatemala 75 percent of the employees must be Guatemalans,”* while in 
the Dominican Republic the percentage is 70 percent and in that country at least 
70 percent of the payroll must go to Dominicans, with certain exceptions.”® 

In Brazil two-thirds of the employees must be Brazilians or foreigners who have 
resided in the country for at least ten years and who have a Brazilian wife or 
child.” 

The present requirement in Egypt calls for at least 50 percent of the clerical 
staff and go percent of the workmen being Egyptian. There is presently under 
consideration a proposal to increase the percentage of the clerical staff which must 
be Egyptian from 50 to 75. 

Attention should be called in passing to the fact that there exist in some coun- 
tries constitutional or statutory provisions based on the concept that equal work 
calls for equal pay. In these countries, therefore, employees who are nationals are 
entitled to the same pay as the foreign employees if they perform the same work. 
Cuba on the one hand, by its Constitution makes this an unqualified requirement.” 

21 Mexico: Federal Labor Law, art. 9, of Aug. 18, 1931, as amended: Diario Oriciat of Aug. 27, 


1931. 
*° Bolivia: Decreto Supremo of Feb. 2, 1937: Lecistacién Vicente, Vol. II (Dec., 1936-July, 1937), 


p. 114. 
28 Colombia: Law of Oct. 1, 1936: Diario OrictaL No. 23342 of Nov. 24, 1936, and Decree of Aug. 


6, 1937: Diario OriciaL No. 23590 of Sept. 25, 1937. 
24 Guatemala: Decree No. 60 of 1945: Diario p—E Centro América of Feb. 8, 1945. 
75 Dominican Republic: Law 51 of 1938: Gaceta OrictaLt No. 5258 of Dec. 28, 1938. 
*° Brazil: Decree-Law No. 1843 of Dec. 7, 1939: CoLEcAo pas Leis DE 1939, Vol. VIII, p. 299. 
27 Cuba: Constitution of 1940, art. 62. 
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Colombia, on the other hand, by statute”® recognizes and allows differences in 
pay based on professional or technical ability, seniority, experience, family obliga- 
tions or labor efficiency. 

While the laws limiting the employment of aliens are often absolute by their 
terms, if the foreign enterprise is deemed desirable, and the need for foreign per- 
sonnel is justified, usually a way will be found to permit the employment of the 
necessary foreign personnel. 


Some PracticaL QuEstions asout Business REsTRICTIONS 

Perhaps the most practical way to bring out the various restrictions and limita- 
tions that affect particular kinds of enterprises abroad is to put ourselves in the 
position of a United States individual or corporation contemplating doing business 
in another country. 

The first question is to ascertain the country where the individual or corpora- 
tion wishes to carry on his or its business. This is important because countries 
differ with respect to kinds of business which may be carried on by foreigners and 
in their requirements for admission of foreign businessmen or corporations. 

The second question is the nature of the business. Certain types of businesses 
are subject to more restrictions or limitations than others, and in fact, some busi- 
nesses are not permitted at all. Generally speaking, where the proposed business is 
in the field of aviation, shipping, mining, oil, radio broadcasting or telecommuni- 
cations, or where the business will compete with already established local enterprises 
receiving special protection from the foreign country, or where the particular line 
of business is either one which is reserved by the foreign country for development 
by its own citizens or a type of business which is too closely related with the cul- 
tural and traditional way of life of the foreign country, the new enterprise prob- 
ably will be faced with restrictions, limitations and even prohibitions. There are, 
however, many lines of endeavor in the industrial field, where admission is readily 
obtained and if the industry is new and deemed important to the economic devel- 
opment of the country, it may be encouraged by concessions in the form of tax 
reductions or exemptions from duties. 

The third point is to determine the method of operation. 


Factors in Choice of Country 

With regard to the selection of the particular country by an individual, it will 
first be necessary to ascertain the requirements and limitations of the foreign coun- 
try in which he intends to establish his residence and engage in business. These 
requirements are usually found in constitutional and statutory provisions, but the 
general immigration policy of the country must be considered. The statutory pro- 
visions may disclose quota limitations or certain prohibitions relating to undesirable 
aliens, and in some cases the necessity of making a cash deposit. Some countries 
limit the activities of aliens who engage in commercial enterprises. In Mexico the 
entry of aliens even as visitors for business purposes requires authorization by the 


28 Colombia: Law 6 of 1945: Diario Ortciat No. 25790 of March .14, 1945, p. 953- 
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immigration authorities which may be rejected or granted in their discretion and 
if granted it may be subject to certain prescribed conditions. In some instances, 
as in the case of Brazil, the visa of the Brazilian Consular officer is not granted 
under present regulations without first obtaining approval by the Brazilian Foreign 
Office for which purpose the nature of the business in which the applicant is to 
engage must be disclosed, together with other pertinent information, to enable the 
Brazilian Foreign Office to decide whether or not the admission of the immigrant 
will be granted. 

Through these proceedings and by applying the provisions usually found in the 
various immigration laws requiring assurance that the immigrant will not become 
a public charge, the foreign country is able to select the type of immigration it 
desires, and to exercise certain controls over the type of business in which the immi- 
grant may engage. The tendency has been in recent years to discourage immigra- 
tion and to allow admission only to those foreigners who through their special 
training and qualifications may be helpful in developing new industries or in be- 
coming desirable citizens, according to the standards of the particular country. 

Without listing all the requirements for entry into a foreign country, it should 
be mentioned that in some countries like Colombia an immigrant must make a 
cash deposit which will be returned to him if he leaves the country or shows after 
a five-year period of residence in the country that he has established a permanent 
business, with a minimum capital of 5,000 pesos.2° An immigrant seeking to invest 
money in Mexico is required to prove that he has a minimum capital of 100,000 
pesos or approximately $20,000 if he intends to do business in the Federal District, 
or 20,000 pesos if he intends to do business in any municipality or state capital and 
5,000 pesos if he intends to do business in any other part of the country.’ An 
individual going abroad will find that in some countries he is not allowed to 
engage in certain businesses, professions or occupations, and we shall discuss this 
matter when we take up the question of the nature of the business. 

France®* and Belgium*® prescribe certain conditions which must be met before 
foreigners can engage in business in those countries. In brief they are required to 
obtain and carry with them a commercial card which sets forth the type of business 
they are authorized to transact. 

The United Kingdom also has requirements limiting the right of foreigners to 
engage in business. As a practical matter these requirements do not restrict the 
activities of a foreigner who is bringing capital into the country and whose enter- 
prise will give employment to British subjects. 

If an American corporation opens a branch or engages in business in a foreign 
country, the general rule is that it must qualify or register in that country. The 


2° Mexico: General Law of Population, arts. 75, 76, 79: Diarto OrictaL of Aug. 29, 1936. 

8° Colombia: Decree 397 of Feb. 17, 1937, as amended: Drarto Ortctat No. 23455 of April 15, 1937. 
*1 Mexico: General Law of Population, art. 88, sec. I: Diario Orictat of Aug. 29, 1936. 

*2 France: Decree of Nov. 12, 1938. 

** Belgium: Royal Decree of Nov. 16, 1939. 
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registration of a foreign corporation may be accomplished either through executive 
authorization or administrative registration. In Brazil the registration must be 
authorized by a decree signed by the President3* In Colombia, after complying 
with all requirements for administrative registration, the Superintendent of Cor- 
porations must be satisfied that the legal requirements have been complied with 
before he will issue a license to operate.*® In the Argentine the corporation either 
applies for Presidential executive authorization or for approval of the documents by 
a Court of Commerce.** If the former procedure is followed, the corporation will 
be subject to the discretionary powers of the President which may be exercised 
restrictively. . If the latter procedure is followed the corporation must prove that 
the statutes of the jurisdiction where it is incorporated grant reciprocal rights to 
Argentine corporations. In Mexico registration can be obtained only on authoriza- 
tion from the Department of National Economy.** Brazil requires that foreign 
corporations wishing to engage in business in that country declare and deposit in 
Brazil the amount of capital to be devoted to Brazilian operations which must be 
adequate for that purpose.*®* In general, where executive authorization is required, 
broad latitude exists to grant or withhold or to impose conditions with respect to 
the admission of the corporation. This power is sometimes used to restrict the 
kinds of businesses in which foreigners may engage. In Mexico, particularly, the 
laws and regulations regarding licensing are so written as to give wide discretion 
to the authorities to exclude or limit foreign participation in enterprises which the 
authorities may deem should be restricted to or shared by Mexican nationals.*® In 
China a foreign corporation cannot qualify unless it transacts business in the coun- 
try of its origin. In Bolivia, a foreign corporation engaging in mining operations 
must be domiciled and have a directorate in that country separate and apart from 
the Board of Directors it may have in the country of its origin.*° 

We shall not enter into a detailed statement of the documents which must be 
filed nor the steps which must be taken to accomplish registration, but it is sufh- 
ciently important to say that an American corporation qualifying abroad must give 
a power of attorney to its representative giving him broad powers to act for and 
commit the corporation. This power of attorney is usually a formidable document. 

In the majority of the countries where no executive authorization is required 
and qualification is obtained through mere administrative procedure, any foreign 
corporation can easily qualify and register to do business therein, provided the 
business is not one against the public policy of the country. 


54 Brazil: Decree-Law No. 2627, art. 64, of Oct. 26, 1940: CoLE¢Ao pas Leis DE 1940, Vol. V, p. 353. 

85 Colombia: Decree No. 65 of 1941: Diario Oriciat No. 24567 of Jan. 21, 1941, p. 210. 

3° Argentina: Law No. 8867 of Jan. 30, 1912: Leyes Nacionaces, Vol. XVII, p. 542. 

87 Mexico: General Law of Mercantile Companies, art. 251 of Juy 28, 1934: Diario Ortctat of Aug. 
4, 1934. 

88 Brazil: Decree-Law No. 2627, art. 65, of Oct. 26, 1940: CoLecAo pas Leis DE 1940, Vol. V, p. 353. 

8° Mexico: Organic Law of Dec. 31, 1925, arts. 2, 3, 4, 6 and 8: Diarto Orictat of Jan. 21, 1926. 
Regulations of that Organic Law issued March 29, 1936; and Decree of June 29, 1944, arts. 1-4: Diario 
Oriciat of July 7, 1944, ratified by Act of Congress of Sept. 28, 1945: Drarto Orictat of Oct. 1, 1945. 
“° Bolivia: Mining Code, sec. 137 as amended by Law of Feb. 23, 1927. 
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Before leaving this topic we ought to call attention to the fact that the necessity 
of qualifying or registering to do business abroad depends on whether or not the 
corporation is doing business therein as this expression is legally understood, and 
that the legislation of some countries is liberal in this respect. In the Argentine a 
foreign corporation wishing to acquire real estate, to obtain a concession from the 
government or to render a public service must qualify, but a corporation engaging 
in commercial operations need qualify only in order to have the right to sue and to 
be able to obtain and keep an official set of books admissible in evidence in case of 
litigation. A foreign corporation may engage in a number of operations in the 
Argentine without registering, provided it maintains there a registered agent with 
proper authority to act for the corporation. 

In Cuba the Supreme Court held in 1910** that a foreign corporation holding 
title to mining properties and lands in Cuba, was not required to qualify or to be 
registered there. However, recently the authorities have interpreted the law pro- 
viding for the registration of corporations** in the sense that such a corporation 
must be registered. 

The general question of what constitutes doing business is one which must be 
examined in each particular instance with reference to the laws of the particular 


country. 
Restrictions Depending on Kind of Business 

We now come to a discussion of the restrictions which may be imposed by 
reason of the nature of the business to be transacted. In the United Kingdom, 
for example, no foreigner may own an interest in a ship of British registry. 
In most maritime nations, coastwise service is reserved for nationals or national 
corporations. In some countries, a tendency is developing to require participation 
in local air lines by nationals and in Colombia this participation must be at least 
51 percent.** In Brazil no foreign individual or foreign corporation and no Brazil- 
ian corporation having foreign stockholders may engage in the oil business.** The 
same holds true for Mexico.*® In Honduras an alien may not be a radio operator* 
while in Colombia an alien may not operate a broadcasting station.4* We find that 
in Panama only Panamanians by birth or naturalization and aliens married to 
Panamanians or who have children born in Panama may engage in retail trade.* 


“2 Cuba: Decision No. 8 of April 19, 1910: JURISPRUDENCIA DEL TRIBUNAL SUPREMO EN MATERIA 


CIvIL DE 1910, p. 126. 
“2 Cuba: Decree-Law No. 842, art. 3, of April 20, 1936: Gacera OrictaL, Epici6n ExTRAORDINARIA 
No. 136 of April 30, 1936. 
“® Merchant Shipping Act, 1894, 57-58 Vicr. c. 60. 
“ Colombia: Law 89 of 1938: Diarto OriciaL No. 23789 of May 30, 1938. 
“5 Brazil: Decree-Law No. 395 of April 29, 1938: CoLrecdo pas Leis pE 1938, Vol. II (Decretos-Leis), 
p. 72. 
; “° Mexico: Decree of Dec. 27, 1939; Diario Orictat of Nov. 9, 1940; New Petroleum Law of May 
2, 1941: Diario Oriciat of June 18, 1941. 
“* Honduras: Decree 573 of May 4, 1933: La Gaceta No. 8997 of May 15, 1933. 
“® Colombia: Law 198 of 1936: Diario OriciaL No. 23388 of Jan. 21, 1937. 
“° Panama: Constitution of March 3, 1946, art. 234. 
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In Mexico it has been fairly well established that corporations engaged in the 
production or distribution of motion pictures must be owned or at least controlled 
by Mexican citizens. It should also be remembered that many countries have 
monopolies with respect to such businesses as liquor, tobacco, matches, etc., and that 
in countries where such monopolies exist neither foreigners nor citizens of the 
country may engage in the business unless they obtain specific authority, in those 
countries where such authority is obtainable. 

Limitations are also found in the insurance field. A number of countries, such 
as Mexico, require that insurance be taken out with Mexican companies or for- 
eign countries which are authorized to carry on an insurance business in Mexico. 
It is now very difficult for a foreign company to secure such authorization. The 
trend in many countries to nationalize railroads and public utilities may in given 
instances operate as a restriction on foreigners who desire to engage in these activities. 

The carrying on of certain professions, such as medicine, law and engineering is 
restricted in some countries to citizens by birth or naturalization and as we have 
previously stated, Cuba goes so far as not to permit the practice of certain profes- 
sions to naturalized citizens until after five years from the date of naturalization. 

With the exception of a few specific restrictions, some of which have been above 
referred to, foreign countries in which normal conditions prevail are liberal in per- 
mitting business enterprise to be carried on by foreign individuals and corporations. 
While businessmen at times deem it impossible to operate in a foreign country, 
this is usually due to exchange control and fiscal legislation rather than to any 
restriction on the type of business. 


Choice of Methods of Operation and Organization 


We shall now consider the third question above mentioned, viz., the method of 
operation. An American individual may decide that he will personally establish 
the business in the country and operate it himself, or he may wish to carry on the 
business through an agent who will be a resident of the country. If he is in the 
manufacturing or wholesale business in the United States, he may wish to carry 
on his business in the other country through the use of traveling representatives. 
If the proposed business activity involves the operation of a factory in the foreign 
country or the exploitation of mines or mineral resources, the American citizen or 
company will doubtless wish to carry on the enterprise through some type of busi- 
ness organization. If it is a small enterprise, he may choose to conduct the business 
through a partnership with other American or foreign associates. If an American 
company is concerned, that company may decide to qualify to do business in the 
foreign country or to form a separate company for the purpose. This other com- 
pany may be either an American corporation or a business organization formed 
under the laws of the country involved. In some cases the enterprise in the foreign 
country may be completely owned by the American interests while in others the 


5° Mexico: General Law of Insurance Companies of Aug. 26, 1935: Diario Oriciat of Aug. 31, 1935. 
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American interests may find it advantageous to associate themselves with local in- 
terests. We shall now consider each of these possible methods of carrying on the 
foreign enterprise and indicate some of the restrictions, limitations or difficulties 
that may be encountered. 

We already have indicated the restrictions which may affect an individual Amer- 
ican citizen who wishes to establish himself in business in a foreign country. The 
other aspects which must be considered in connection with the method of operation 
apply equally to citizens and corporations. 

Resident Agents. One possible method is the employment of a resident agent 
in the country where it is proposed to carry on the business. If this method is 
used, the limitations or restrictions which may be encountered depend on the func- 
tions of the resident agent. If he maintains an inventory or has authority to accept 
orders it will be found in most countries that the American individual or concern 
is in effect doing business in the country and may be subjected to all of the rules 
and regulations imposed on foreigners or foreign corporations so engaged. How- 
ever, if the resident agent’s function is confined to the solicitation of orders for the 
sale of goods to be accepted and filled in the United States or to the role of a pur- 
chasing agent for the American citizen or American corporation, such require- 
ments are usually inapplicable. In many cases the resident agent may not be an 
agent at all but an independent contractor, distributor, or commission merchant. 
Many American concerns sell abroad through established distributors who take de- 
livery of the goods and resell them in their territory. This method usually presents 
no problem to the American individual or corporation other than the selection of 
a proper local distributor who is qualified under the laws of the country to act as 
such. 

Traveling Salesmen. Where the American individual or corporation is engaged 
in the manufacturing or wholesale business in the United States, the activity in the 
foreign country may be confined to selling the products through the medium of 
commercial representatives or traveling salesmen who go out from the head office 
in the United States to the territory to be covered. In the nature of things these 
commercial representatives or traveling salesmen have a peculiar status in the coun- 
tries in which they operate. They are not analogous to tourists or temporary vis- 
itors because the purpose of their visit is commercial. On the other hand they are 
not analogous to permanent residents since they do not intend to carry on business 
permanently in any particular country. in general, traveling salesmen encounter 
greater restrictions than do tourists, but are not subjected to as many restrictions 
as are encountered by immigrants or permanent residents. 

Following World War I, American traveling salesmen in many countries found 
themselves faced with a number of practical difficulties in carrying out their func- 
tions. Besides the usual problem of obtaining visas for entry into the countries 
which they planned to visit, they were subjected upon arrival to many technical 
and sometimes exasperating regulations. There was the problem of customs duties 
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on their samples and question might even be raised as to whether the samples would 
be admitted at all. Once these matters were taken care of, there arose problems 
with respect to obtaining licenses to carry on their business from numerous munic- 
ipal authorities, imposition of taxes, etc. 

The State Department took cognizance of the difficulties encountered by our 
traveling salesmen and beginning in 1919 negotiated a number of conventions with 
other countries concerning traveling salesmen. In general these conventions pro- 
vide that traveling salesmen may obtain a single license upon the payment of one 
fee, which license enables them to carry on their business throughout the country 
unmolested by local license requirements. They also provide for the simplification 
of customs requirements and where the salesmen’s samples have commercial value 
enable the salesmen to post a bond with the customs authorities in lieu of the 
payment of duties. Once the bond has been posted, the samples may be kept in 
the country for a period of six months. Under some of these treaties, traveling 
salesmen are permitted to sell their samples (subject, of course, to the payment of 
duties) without having to qualify as importers. Conventions to facilitate the work 
of traveling salesmen have been entered into between the United States and Colom- 
bia," Guatemala,®? Panama,®* Paraguay,™ Peru,®* El Salvador,®® Uruguay,5* and 
Venezuela.*® 

With a number of other countries, provisions for the benefit of traveling sales- 
men are included in general commercial treaties. For instance in the Treaty of 
Friendship, Commerce and Consular rights with Estonia™ entered into in 1926, it 
is provided in Article XIV that commercial travelers shall be accorded “the most 
favored nation treatment in respect to customs and other privileges and of all 
charges and taxes of whatever denomination applicable to them or to their sam- 
ples.” Similar “most favored nation” treatment is accorded to traveling salesmen 
by treaties with Honduras, Austria,®' Latvia,®? Norway, Poland,®** Finland,® 
and Liberia. In the Commercial Treaty entered into with Hungary in 1926,° 
protection is afforded to traveling salesmen similar to that given in the conventions 
above referred to in the preceding paragraph. 

While these treaties and conventions have not eliminated the problems which 
face traveling salesmen, they have at least gone a long way to reduce them and make 
those remaining less burdensome. The trend today by a number of countries is in 
favor of local representatives of American concerns which representatives would be 
responsible for all activities of traveling salesmen. In this way these countries seek 


) Treaty of Aug. 4, 1922, 3 MaALLoy, TREATIES (1923) 2541 (SEN. Doc. No. 348, 67th Cong., 4th 
Sess., being the third volume of the series initially compiled by William M. Malloy). 


*? Treaty of Dec. 3, 1918, id. at 2670. *° Treaty of Feb. 8, 1919, id. at 2780. 

°* Treaty of Oct. 20, 1919, id. at 2791. 55 Treaty of Jan. 19, 1923, id. at 2800. 

°° Treaty of Jan. 28, 1919, id. at 2826. ** Treaty of Aug. 27, 1919, id. at 2862. 

°° Treaty of July 3, 1919, éd. at 2867. *°U. S. Treaty Series, No. 736, Dec. 23, 1925. 
©°U. S. Treaty Series, No. 764, Dec. 7, 1927. *U. S. Treaty Series, No. 838, June 19, 1928. 
*?U. S. Treaty Series, No. 765, April 20, 1928. *°U. S. Treaty Series, No. 852, June 5, 1928. 
**U. S. Treaty Series, No. 862, June 15, 1931. °° U. S. Treaty Series, No. 868, Feb. 13, 1934. 


°° U. S. Treaty Series, No. 956, Aug. 8, 1938. °7U. S. Treaty Series, No. 748, June 24, 1925. 














736 Law anp CoNnTEMPORARY PRoBLEMS 


a higher degree of accountability for the activities of the traveling salesmen. Pan- 
ama does not permit operations through traveling salesmen, and requires that such 
operations be undertaken through locally established firms.®* 

Where sales are to be made to a public authority, a traveling salesman may find 
his authority too limited to carry through the sale. In some countries the seller is 
required to make a firm offer which may or may not be accepted by the public 
authority and this requires having a representative with full power to bind the 
seller in advance of acceptance.” 

Subsidiary Corporations. We have discussed the procedure which an American 
corporation must follow if it desires to qualify to do business in a foreign country. 
Sometimes the American operating corporation does not wish to do so. This may 
be due to the policy of the American company, to the possible danger of lawsuits 
being brought against it in the foreign jurisdiction if it should qualify, or to the 
liability for taxes in the foreign jurisdiction. It may, therefore, decide to organize 
a subsidiary American corporation for the purpose and to qualify the latter in the 
foreign country. The provisions in the United States tax law relative to so-called 
Western Hemisphere Trade Corporations which are exempt from the corporate 
surtax and during the last war were also exempt from corporate excess profits tax, 
has led a number of concerns to form United States subsidiaries and to qualify 
them in the foreign country in which they plan to carry on their business. If it is 
proposed to do business in China the American subsidiary corporation must comply 
with the China Trade Act which requires the use of a District of Columbia cor- 
poration. The restrictions which may be encountered in qualifying these American 
subsidiary corporations are, of course, the same as those discussed in the case of 
American parent corporations. Recent developments in some countries have made 
the use of a United States subsidiary undesirable; for example, China now refuses 
to admit any foreign corporation which does not do business in the country of its 
origin, which would appear to exclude corporations organized under the China 
Trade Act. 

Venezuela considers a foreign corporation which does business exclusively in 
Venezuela as a Venezuelan corporation with the consequences which we will de- 
scribe at a later point. 

The recent foreign exchange control and excess profits tax decrees in Brazil 
may make it difficult, if not impossible, for the American subsidiary to withdraw 
from Brazil the entire earnings from the Brazilian enterprise. At the same time 
the American subsidiary is subject to American corporate taxes even on earnings 
which cannot be withdrawn. This tax disadvantage, of course, would apply with 
like force to the parent company, if it should qualify in Brazil. 

Perhaps the most popular method of doing business abroad today is through 
the formation of a business organization in the country where the enterprise is to 


®8 Panama: Decree-Law No. 48 of Jan. 11, 1944: GaceTa OriciaL No. 9298 of Jan. 12, 1944. 
6° E] Salvador: Municipal Law of July 4, 1908: Diario Ortctat of Dec. 18, 1908, as amended. 
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be carried on. This business organization may take the form of a limited liability 
company (a form of organization unknown in the United States but popular in 
many European and Latin-American countries), a limited partnership (rather sim- 
ilar to our own limited partnership), or a corporation. With respect to a foreign 
limited liability company or a foreign limited partnership, no particular limitations 
or restrictions will be encountered other than those which may be imposed on indi- 
vidual American citizens doing business in the foreign country. However, the 
limited liability company or the limited partnership concepts are not in general 
vogue with large companies. The most common method employed is the formation 
of a local corporation. Sometimes this local corporation is a wholly owned sub- 
sidiary. In recent years, however, the practice of associating local capital in the 
corporation has become more popular. We have seen that Mexico reserves the 
right to prescribe that at least 51 percent ownership in such local corporations shall 
be in the hands of Mexicans. As a practical matter, however, this restriction has 
only been applied with respect to certain types of industries. 

Colombia requires that at least 51 percent of the stock of local corporations 
engaged in the aviation business must be owned by Colombians.” 

In Brazil an airship can be registered only if it belongs to a Brazilian citizen or 
corporation.” 

In Venezuela an airship can be registered if it belongs to a Venezuelan citizen, 
to a Venezuelan corporation or to any other corporation considered Venezuelan by 
law, to foreigners residing in Venezuela and in business or practicing a profession 
for over a year, or to foreign corporations which have been domiciled for more 
than one year.” 

While there is no similar statutory provision in Peru, the government has re- 
quired that a percentage of the stock in an aviation company shall be held by or 
at least offered to Peruvians. 

The formation of a local corporation, of course, requires compliance with the 
local laws. Sometimes the American company thinks of the requirements of the 
local law as being restrictions on its ability to do business. This, of course, is not 
the case. By and large, it can be said that local corporations owned in whole or 
in part by foreigners are subject to the same requirements as those which are owned 
by nationals. In many cases these requirements differ from those in this country 
and it is these differences which are sometimes mistakenly looked upon as restric- 
tions on foreign enterprise. 

Argentina requires ten incorporators to organize a local corporation.”* In Brazil 
the requirement is seven, but there the law provides that the corporation must con- 
tinue at all times to have at least seven stockholders.* If it falls under this re- 

7 Colombia: Law 89 of 1938: Diarto OrictaL No. 23789 of May 30, 1938. 

71 Brazil: Decree No. 20914 of Jan. 6, 1932: CoLEcAo pas Leis DE 1932, Vol. I, p. 9. 

72 Venezuela: Law of July 13, 1944: GaceTa OriciaL, Extraorpinario No. 87 of July 13, 1944. 


*8 Argentina: Code of Commerce, art. 318. 
74 Brazil: Decree-Law No. 2627, art. 36, of Oct. 26, 1940: CoLecAo pas Lets pE 1940, Vol. V, p. 353. 
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quirement and fails to make it up prior to its next annual meeting, it must go into 
dissolution.” 

In Mexico five incorporators are necessary to form a local corporation and here 
again the law requires that there must continue to be at all times at least five 
stockholders.”® 

These requirements on their face appear to present a problem for an American 
company which desires to carry on business through a wholly owned subsidiary in 
one of these countries. The problem, of course, can be met by having the minimum 
number of stockholders through the issuance of shares to local residents or to officers 
of the local corporation. 

The laws or practice of most countries require that stockholders’ meetings of 
local corporations be held in the country. These laws usually specify the books 
which the corporation shall maintain and a number of the Latin-American countries 
require the appointment by the stockholders of auditors, whose duties are to ex- 
amine the books periodically, to approve financial statements and to report their 
findings to the stockholders. These auditors cannot be one of the regular officers 
or employees of the corporation and their main function is to protect the interests 
of the stockholders. 

Usually the directors of a local corporation may be foreigners but directors’ meet- 
ings, by and large, must be held in the country of incorporation. As a practical 
matter, therefore, it may be necessary to have local residents as directors. Mexico, 
which has perhaps gone further than any other country in this hemisphere in im- 
posing restrictions on foreigners may require in some cases that a majority of the 
directors of the local corporation shall be Mexican.77 On the other hand, Panama 
permits the holding of stockholders’ and directors’ meetings outside of Panama and 
also permits directors to act through a proxy. Neither the directors nor any of the 
stockholders need be Panamanians or residents of Panama.”® 

Some Consequences of Registering a Foreign Corporation. Any American cor- 
poration qualifying to do business abroad must take into consideration or at 
least be informed of the practical results of obtaining a license and registering in 
the foreign country. As a general rule the first result is that the corporation is 
subject to all the laws of the country, particularly the laws affecting corporations. 
Such foreign corporations qualifying to do business abroad must also be aware of 
legislative provisions in the foreign country tending to equalize it to domestic cor- 
porations. Therefore, a foreign corporation registered abroad will usually be re- 
quired to file all amendments to its charter and by-laws. In Cuba a foreign 
corporation is also required to file notice of any change in the authorized or issued 
capital and all changes in the Board of Directors.” 


75 Brazil: Decree-Law No. 2627, art. 137 (d), of Oct. 26, 1940, ibid. 
7° Mexico: General Law of Mercantile Companies, art. 89, of July 28, 1934: Diarro Orictat of Aug. 


4, 1934. 
™ Mexico: Decree of June 29, 1944: Diario Orictat of July 7, 1944. 
78 Panama: Corporation Law No. 32 of 1927. 
7° Cuba: Decree 1369 of May 16, 1944: Gaceta OriciaL of May 22, 1944, p. 8322, as amended by 
Decree 3444 of Oct. 5, 1944: GaceTa OrictaL of Oct. 11, 1944, p. 16899. 
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In Colombia a foreign corporation has been required to appoint an auditor as 
required for local corporations.*° It is true that such an auditor cannot protect the 
interests of the stockholders since he does not report to the American stockholders, 
but that auditor must approve any financial reports and balance sheets filed with 
the government. The laws of Mexico require that a foreign corporation qualifying 
to do business there for the purpose of acquiring land or water rights must specif- 
ically agree that the corporation shall for all intents and purposes be considered of 
Mexican nationality and to waive all right to protection by its government.” 

In Venezuela® corporations organized abroad having in Venezuela their prin- 
cipal seat of business are deemed national corporations, while those organized 
abroad having in Venezuela only a branch or operations which do not constitute 
their principal purpose, retain their nationality but shall be deemed domiciled in 
Venezuela. Foreign corporations which are deemed national corporations by law 
may register aeroplanes, which privilege is denied to other foreign corporations un- 
less they have been domiciled in Venezuela at least a year. 

In the Argentine® corporations organized abroad to carry out in the Argentine 
their principal purpose, obtaining the major part of their capital in the Argentine, 
having therein their Board of Directors, and holding in the Argentine their stock- 
holders’ meetings, shall be deemed for all purposes national corporations subject to 
the provisions of the Argentine Code of Commerce. 

While the general rule is to equalize these corporations to national corporations, 
the effort has not gone beyond compelling the foreign corporation to comply with 
the local requirements relating to the filing of amendments of the charter, the filing 
of reports, the payment of taxes, submission to inspection in those jurisdictions 
where there is a Superintendent or Inspector of Corporations, and other similar 
matters. We do not know of any instance in Latin America where a foreign cor- 
poration has been compelled to comply with the local requirements regarding the 
number of stockholders or the holding of meetings of directors or the other pro- 
visions of the local law relating to the legal structure of local corporations. In 
Colombia, for instance, a corporation cannot increase its capital without the ap- 
proval of the Superintendent of Corporations.** We do not know of any attempt 
to compel a foreign corporation qualified to do business in Colombia to obtain such 
authorization before it increases its capital, although the amendment adopted in the 
United States to carry out such increase must be registered in Colombia after the 
fact has been accomplished. 

It would seem difficult to conceive how any such equalization could be carried 
to the extreme of compelling a foreign corporation to adjust itself to or to comply 
with each and every requirement of each country where it does business, particularly 
if these requirements are in conflict. 


®° Colombia: REVISTA DE LA SUPERINTENDENCIA DE SociEDADES ANONIMAS, Vol. I, No. 1, p. 32. 
** Mexico: Constitution of 1917, art. 27 and Law regulatory thereof. 

®2 Venezuela: Code of Commerce, section 334. 

*® Argentina: Code of Commerce, art. 286 as amended by Law 3528 of Sept. 30, 1897. 

** Colombia: Decree 1570 of Aug. 13, 1943: Diario Oricrat No. 25327 of Aug. 21, 1943, p. 468. 
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Conciupinc Remarks 


We hope that the reader will gain the impression from this article that restric- 
tions and limitations as such on property acquisition and enterprise in foreign coun- 
tries are not common in countries which continue to recognize and encourage the 
carrying on of private enterprise. The greatest danger which can presently be fore- 
seen is that many countries through their nationalization programs will so transform 
their economies as to preclude the carrying on of enterprise by foreigners. In those 
countries where today American businessmen may trade or acquire property or 
engage in local commercial activity, the problems being encountered are due not 
so much to restrictions directed against foreign enterprise and property acquisition, 
as to general fiscal policies. All of these countries have tariff laws just as we do, 
which in some cases act as a deterrent to the import of American merchandise. 
Some have import controls. The exchange control laws now in force in many of 
them have proved a deterrent to our trade. The tax laws of the country may also 
affect the ability of foreigners to trade or do business. This is particularly true 
where the tax law, such as the recent excess profits tax in Brazil levied not only for 
revenue but as an inflationary curb, may freeze in the country a substantial part of 
the earnings of the foreign enterprise. It is of the utmost importance that any 
student of foreign trade restrictions carefully consider these aspects of the problem, 
which are beyond the scope of this article. 





eee ee Te 














DIRECT FOREIGN INVESTMENT IN UNDEVELOPED 
COUNTRIES: SOME PRACTICAL PROBLEMS 


ALEexis CoupEert* aNnp AsHER Lanst 


The nadir of unreality in discussion of the “legal aspects” of foreign affairs is 
generally reached in dealing with the problem of “foreign investments.” Conven- 
tionally the primary emphasis is placed upon elaborate analysis of the theories 
available to the advocate who participates in diplomatic discussions or litigates before 
a claims commission after a particular foreign investment has been confiscated or a 
loan defaulted. This approach is of little practical interest to either the statesman 
or the private investor. In the first place, it generally treats International Law as 
a “brooding omnipresence in the sky”—a body of revealed doctrine which somehow, 
somewhere will be invoked and enforced against “delinquent” nations rather than, 
as Sir Alfred Zimmern characterized,” with pardonable exaggeration, “a decorous 
name for a convenience of the chancellories.”* A second and more serious objec- 
tion to the traditional approach is that it conceives of the international lawyer pri- 
marily as a barrister who represents his client, whether a government or private 
individual, after a dispute has begun, rather than as primarily a solicitor whose most 
useful role is to assist his client to act in a manner which will minimize the possi- 
bility of future dispute. Like the rules of procedure applicable in a domestic tri- 
bunal, the Calvo Clause and the ambivalent principles whereby Foreign Offices 
determine whether they will extend diplomatic protection to claimants are of capital 


* A.B., 1935, Yale University; LL.B., 1938, Columbia University. Member of the New York Bar. 

7 A.B., 1938, Dartmouth College; M.A., 1939, Columbia University; LL.B., 1944, Yale University. 
Member of the New York Bar. Formerly lecturer in economics at Hunter College and Brooklyn Col- 
lege. Co-author, McDougal & Lans, Treaties and Congressional-Executive or Presidential Agreements: Inter- 
changeable Instruments of National Policy (1945) 54 Yate L. J. 181, 534. 

1In this article the term “foreign corporation” is used to denominate a corporation which is owned, 
wholly or substantially, by organizations or persons not domiciled in the country where it operates, re- 
gardless of whether that corporation has been incorporated in that country. The terms “foreign investor” 
and “alien capital” are given similarly broad interpretations. The term “local government” is used to 
tefer to the government of a country where a “foreign corporation” operates. 

? ZIMMERN, THE LEAGUE OF NATIONS AND THE RULE oF Law (1939). Cf. Witson, THE STaTe (1890 
ed.) 628-9; Carr, THE Twenty Years’ Crisis (1941) ch. 11. 

*Sir Alfred Zimmern’s comment is particularly applicable to disputes occasioned by repudiation or 
default on international loans. In this connection it is instructive to compare the strict interpretation 
usually given by the British Foreign Office to international loans when Great Britain stands in a creditor 
position with the views expressed during the controversy over the World War I debts. See Carr, op. 
cit, supra note 2, at 238. If the American Department of State and American writers have generally 
taken a strict position, the explanation may not unjustly be attributed to the fact that we have in recent 
years been primarily an international creditor. During the nineteenth century, however, when several 
Southern States repudiated their indebtedness, American writers were much more skilled at finding legal 
rationalizations suitable to the case. See Scorr, THE REPUDIATION oF STaTE Dests (1893); MADDEN & 
Napier, Forticn Securities (1929) 248-251. 
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importance only to litigants. The proverbial longevity of international claims makes 
consideration of the problem of foreign investment, from the solicitor’s approach, 
more important in this than in almost any other field of law. 

The present article is an essay in preventive jurisprudence; its concern is with 
the avoidance of future disputes. The focus of attention is entirely upon direct 
investment, i.¢., acquisition of a substantial ownership interest in property or in an 
enterprise in a foreign country.* Even in this restricted formulation it is necessary 
to deal with matters sometimes catalogued by academicians as extraneous to the 
field of International Law. But like his domestic colleague’s, the international law- 
yer’s law cannot safely be confined to treaties, decisions and treatises. He is remiss 
in his function as counsellor unless he is prepared to deal with a wide variety of 
“non-legal” factors in collaboration with specialists in economic, political and psy- 
chological problems.° The necessity for this approach has, of course, been realized 
by practitioners, both governmental and private, for many years. But the discussion 
of International Law, unaffected by the trend of recent legal writing in other fields, 
has persisted in its preoccupation with high-level abstractions. It is time that at- 
tempts were made to bridge the gap between the realities of practice and the arid 
legalisms of the literature. 


CHARACTERISTICS AND ADVANTAGES OF Direct INVESTMENT 


As Professor Condliffe has stated, “even before the breakdown of exchange sta- 
bility brought the collapse of the international capital market after 1931 . . . inter- 
national lending was tending to dry up,” except for loans to governments, and to 
become less important than direct investment. The flow of American loans to 
Europe during the period 1925-1929 was but a transient exception to the general 
trend and, in any case, was over-shadowed in importance by the establishment of 
branch factories and by the network of productive enterprise built up by American 
(and other foreign) capital.” The growing tendency of large corporations to 
accumulate surpluses exceeding capital replacement costs* and the greater safety 
possessed by the international creditor when the actual investment remains under his 
own management were probably the original reasons for this shift in the form of in- 
vestment. These motives were reinforced by the Neo-Mercantilistic legislation concur- 
rently enacted in most countries. American industrialists then sought to avoid tariff 


“For a catalogue of types of foreign investment, see Younc, THe INTERNATIONAL Economy (1942) 
387-9. 
5 Cf. Lasswell & McDougal, Legal Education and Public Policy; Professional Training in the Public 
Interest (1943) 52 YALE L. J. 566; Moore & Sussman, The Lawyer’s Law (1932) 41 Yate L. J. 566. 

® ConpLIFFE, THE RECONSTRUCTION OF WorLD TRADE (1940) 342; see also U. S. Dep’t oF Comm., 
Tue Unirep Srares IN THE Wortp Economy (1943) 102 (Economic Series, No. 23). Frequently, Amer- 
ican corporations “capitalized” direct investments after their initiation by selling to the public additional 
of their own securities or the securities of the foreign corporation which operated the investment. Ibid. 

* Dep’r oF ComM., supra note 6, at 101-5; SOUTHARD, AMERICAN INDUSTRY IN EurRopPE (1931); U. S. 
Dep’r oF ComM., TRADE INFORMATION BULLETIN No. 731 (1931); CONDLIFFE, op. cit. supra note 6, at 


329-332. 
® See 9 Hearings before the Temporary National Economic Committee, 76th Cong., 1st Sess. (1940) 


3576-3702; CoNDLIFFE, op. cit. supra note 6, at 342. 
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barriers by construction of branch plants and assembly lines in Protectionist coun- 
tries. The imposition of exchange controls in the 1930’s, while a long-run menace, 
increased the volume of direct investment in some countries by impelling reinvest- 
ment of profits.® 


It may be assumed that during the next few years private capital migration 
will predominantly take the form of direct investment. Long-term security flota- 
tions are currently held in abeyance by the uncertainty as to the rates at which 
many foreign currencies will eventually be pegged*® and by the reluctance of private 
bankers or prospective borrowers to enter into loan agreements until the interest 
structure and general policies of the International Bank for Reconstruction and 
Development are established." 


On the whole, the safety record of direct American investment has been superior 
to that of portfolio investment. The available evidence tends to indicate that direct 
investments have produced a larger average return over the course of years than 
have security issues.’? While generalized statements have the most limited validity, 
it would appear that limitations on profit repatriation and restrictive legislation have 
been less of a burden on creditors than the wave of defaults. Moreover, apart from 
the expropriation of oil properties in Mexico and Bolivia, the exercise by foreign 
governments of their inalienable right of eminent domain has been accompanied 


° ConDLIFFE, op. cit. supra note 6, at 343. This practice was perforce adopted by the General Motors 
Corporation in Germany after 1933. While by no means satisfactory to the corporate management, this 
resulted in the conversion of the Opel plant at Russelsheim into the world’s most completely integrated 
automotive unit. General Motors Overseas (Nov. 1945) ForTUNE MAGAZINE 125, 262. It is also notable 
that a substantial volume of private direct investment was made by Americans during the 1930's, involv- 
ing transfer of fresh capital from the United States. See Dep’r oF ComM., op. cit. supra note 6, at 103. 

10See the provisions for initial and subsequent changes in par values included in the Articles of 
Agreement of the International Monetary Fund (1945) Art. XX, Secs. 4(b) and (f); Art. IV, Sec. 5; 
U. S. Dep’r oF STATE, TREATIES AND OTHER INTERNATIONAL Acts, SERIES 1501 (1946) 4-5, 29-30. 

™ The only large private international loan now outstanding is a 10 million dollar credit to Norges 
Bank, Central Bank of Oslo, declared effective July 15, 1946. (New York Herald Tribune, June 9, 1946, 
sec. 4, p. 1.) The 100 million dollar bank credit to the Netherlands, originally arranged by private 
firms, was replaced by a Federal Reserve Bank loan and supplemented by an Export-Import Bank loan. 
The recent loan to Denmark was a joint venture by the Export-Import Bank and private institutions; the 
terms, however, were controlled by the Federal agency. (Business WEEK, May 18, 1946, p. 114.) 

72The relative ability of direct and portfolio-investment income to adjust to changing economic 
conditions is evidenced by the comparative declines in these items—82 per cent and 24 per cent, re- 
spectively—from 1929 to 1932. The advantage to the debtor country, in times of depression, of having 
obligations the service on which is adjustable, is evident. Although income from direct investments has 
often been blocked and substantial losses to investors have occurred through reorganizations of American 
companies operating abroad, direct investments weathered the depression with considerably lighter losses 
to investors, both of principal and interest, than did foreign bonds. Moreover, direct-investment holdings 
have not given rise to international controversy and ill will to an extent comparable to that which 
accompanied defaults on foreign dollar bonds.” Derp’r oF ComM., op. cit. supra note 6, at 83. 

Between December, 1929, and December, 1939, United States long-term foreign investments declined 
from 7.8 billion dollars to 7 billion dollars; during the same period, long-term portfolio holdings, valued 
at par, declined from 7 billion dollars to 3.8 billion dollars. (Jbid. at 84.) During the period from 
December, 1939, to December, 1944, long-term investments increased by 300 million dollars; during the 
same period, portfolio holdings, valued at market, had declined to 1.7 billion. See National City Bank 
of New York, Newsletter for April, 1945, p. 43. 
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by eventual enactment of provisions for compensation of the ousted investors, which 
accorded admittedly fair treatment to the former owners."® 

From a long-run economic standpoint, direct investment has demonstrable ad- 
vantages for creditor and debtor nations as well as private investors and should 
be encouraged by national policy-makers. In the first place, international financial 
operations characteristically involve debt securities. Particularly in economically 
immature countries whose international role is predominantly that of selling agri- 
cultural or mineral products on sharply fluctuating world markets, the borrowing 
nation will almost certainly be unable to meet the fixed charges for extended peri- 
ods, except by drastic curtailment of its imports and imposition of exchange con- 
trols. In addition, where the debt issue is guaranteed by the national government 
or bank—as is the practice of the Export-Import Bank and as is required by the 
charter of the International Bank’*—the failure of the enterprise for which its pro- 
ceeds were utilized will saddle the rest of the debtor’s economy with the problem 
of producing additional foreign exchange. Conversely, the direct investor has re- 
course only to the resources of a single enterprise, whose bankruptcy is a normal 
and calculated risk, not the occasion for an international dispute. 

Secondly, direct investment is in the aggregate less expensive since there are no 
commission and brokerage charges to meet.’® 

In the third place, there is a greater likelihood that direct investment will 
strengthen the economic structure of the capital-importing country by permanently 
increasing its productive capacity. A corporation which risks its own funds in an 
overseas investment has a constant and impelling motive to make certain that the 
funds are used productively. Its initial investigation is likely to be more thorough 
than that of the investment banker whose personal stake survives only until an 
issue is completely distributed to the public. Once the investment is made, the 
direct investor ‘can exercise more effective supervision of operations through its own 
managerial and technical staff than even an International Bank."® 

In the fourth place, direct investment creates the maximum opportunity for co- 
operation between local and foreign interests. In particular it facilitates instruction 
of local personnel in modern techniques on the production line as well as in tech- 
nical and managerial positions. Moreover, it affords the simplest and most satis- 

**Tt is as yet too early to tell whether the expropriations by the present Argentine régime will be 
adequately indemnified. See Holmes, Argentina (Feb. 1, 1946) Foretcn Poricy Reports. 

1 Articles of Agreement of the International Bank for Reconstruction and Development (1945), Att. 
III, Sec. 4(i); Dep’r oF State, TREATIES AND OTHER INTERNATIONAL AcTS, SERIES 1502 (1946) 5. 

** During the 1920's, bond discounts and premiums on some foreign issues floated in the United 
States aggregated 13 per cent. Younc, THE INTERNATIONAL Economy (1942) 390, note 6. More com- 
monly, the “spread” between the purchase price and the public offering price ran from 5 per cent to 7 
per cent. Mappen & NapLer, Foreicn Securities (1929) 75. The organization of the International 
Bank makes recurrence of such margins highly improbable, except for marginal loans, since borrowers 
wili be able to use the direct lending capacity of the bank when private charges are exorbitant. 

Where the direct investment is financed by a security flotation by the foreign investor, its ordinary 
comparative cheapness is pro tanto reduced. 


*°For a fuller discussion of the advantages of direct as contrasted with portfolio investment, see 
Dep’r oF CoMM., op. cit. supra note 6, at 103-5. 
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factory method for joint utilization of indigenous and imported funds. This is 
particularly true in economically immature countries where the largest available 
capital reserves are possessed by the government and by landowners without indus- 
trial experience. 

The governments of undeveloped countries have recently shown a uniform rec- 
ognition of the preferability of direct investment. Thus, in the past year the 
Chinese Communist and Kuomintang régimes and the provisional government of 
Indonesia have invited American business to participate in the industrialization of 
the territories under their control and have, in some cases, modified restrictive 
enactments.’ Except in the Argentine Republic, the nationalistic legislation 
adopted in many Latin-American countries in the last decade has apparently been 
intended not to bar foreign capital but to prevent foreign capital from monopoliz- 
ing key industries and to redress past exploitative practices. This legislation and 
general governmental policy in Latin America are already beginning to result in 
the formation of mixed corporations, as joint ventures by local and foreign interests. 
This desirable tendency will be discussed in detail infra. 


Facinc THE CHARGES AGAINST Direct INVESTMENT 


However, direct investment entails certain special risks. A large-scale direct 
investment is inevitably less liquid than an equally large security issue,’® and local 
legislation recently enacted in some countries precludes sale to other foreign inter- 
ests except with governmental consent.’ Moreover, financially embarrassed gov- 
ernments are likely to prohibit repatriation of principal and profits before they 
default on international loans. Direct investment in under-developed areas is also 
a more obvious and therefore more dangerous flaunting of foreign control in the 
faces of peoples turned hypernationalistic by past imperialistic policies. It is there- 
fore especially subject to deterioration through enactment of discriminatory taxation 
or other legislation after its devotion to local use. 


Generally speaking, defaults on international loans are occasioned at least ini- 
tially by genuine inability on the part of the debtor to secure the needed foreign 
exchange except by drastic deflation of its economy.”° But direct or indirect ex- 
propriation has sometimes been the result of deliberate national policy which dis- 


7 See, e.g., New York Sun, May 9, 1946, p. 3; Rosinger, China As a Postwar Market (Jan. 1, 1945), 
ForeiGN Poticy Reports. In connection with the invitation extended by the Chinese Communist régime, 
it is interesting to note that the Soviet Russian Government has since its inception maintained a punc- 
tilious record in meeting its own international financial obligations. See GerscHENKORN, Economic RELA- 
TIONS WITH THE USSR (1945) 68. 

28 The situation has been somewhat alleviated by the large accumulations of foreign exchange, and 
particularly blocked sterling balances, built up in certain Latin-American countries during the war, which 
could be used to purchase foreign direct investments. See Holmes, supra note 13. 

° See infra note 39. 

*° The Foreign Bondholders Protective Council has cited the fact that various Latin-American countries 
which defaulted on dollar bonds subsequently maintained favorable balances of trade with the United 
States, as evidence of bad faith. The argument is by no means conclusive. See Orson AND HicKMAaN, 
Pan AMERICAN Economics (1943) 189-190; FEUERLEIN & Hannan, Dotvars in Latin AMERICA (1941) 
26-36. 
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regards the economic benefits of direct investment in the form of more rapid 
development of natural resources or utilities than would otherwise be possible. 

Realistic appraisal of methods for avoiding the “crisis” situation where a govern- 
ment may be driven to expropriation*’ and of forestalling the growth of a hostile 
legislative atmosphere must begin by examination of the more common charges 
levelled against foreign enterprise: 

1. The charge that foreign corporations have frequently made excess 
profits on their investments. 

2. The charge that alien capital has helped perpetuate “colonial depend- 
ence” by its preoccupation with the exploitation of depletable resources and 
its failure to develop more balanced economies. Specifically, it is alleged 
that foreign corporations have failed to reinvest any substantial proportion 
of their profits in other local enterprises. It is also alleged that foreign cor- 
porations have frequently violated labor legislation. 

3. The charge that foreign corporations have evinced a lack of respect 
for the local government and population by declining to domesticate them- 
selves wholeheartedly in the countries in which their properties are located. 

4. The charge that foreign corporations have interfered in local politics. 

It is of course impossible to determine the general truth or falsity of these charges. 
However, foreign corporations can scarcely afford to take a position of blind and 
continuous opposition to ardently supported programs of reform. Business states- 
manship requires re-examination of operating practices; cooperation on the part of 
business enterprise in drafting regulatory legislation should be calculated only to 
produce fairer and more effective techniques of control. 

Excess Profits. The fact that direct investments in backward regions have fre- 
quently been more profitable than similar investments in better developed countries 
is entirely understandable. Absent monopolistic control, the rate of profit in a 
given line of business generally tends to decline with the development of the indus- 
try. This tendency is, in fact, one of the primary reasons why capital is attracted 
to under-developed areas. But the higher rate of profit in under-developed coun- 
tries is a function of the marginal efficiency of capital and not the national origin 
of the entrepreneur; well-managed local enterprises are equally successful.?* 

‘In situations where a foreign subsidiary sells its output principally to its parent 
corporation, it has sometimes been possible to conceal the true rate of return by 
reducing the sales price below world market levels. This may have the effect of 
reducing unfairly royalty payments collected by the local government under con- 
cession contracts and may also defraud minority (including indigenous) share- 
holders in the subsidiary by artificially lowering its income. Such essays in high 


*1 An American government expert concluded that the expropriation of foreign oil concessions in 1938 
was not the end of Mexican Government policy, but the unfortunate result of intransigence on the part 
of those companies and the local oil workers’ union. Person, Mexican O1t (1942) 47-55. 

*2 Thus banks in certain Latin-American countries regularly charge 10 per cent or 15 per cent per 


annum on industrial loans. 
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finance are admirably calculated, however, to discredit permanently all foreign 
enterprise. 

In the past, many governments have sought to participate in the proceeds of 
the exploitation of their natural resources and thus indirectly to limit profits by 
including provisions for large percentage royalty payments in concession contracts. 
The necessity for negotiating a new contract for each concessionaire sometimes 
prompted not unjustified charges of discrimination against established investors. 
In certain situations, the piecemeal approach also fostered attempts by particular 
prospective investors to secure special favors from the contract-signing officials of 
the local government; disputes with reform administrations in Latin America have 
often centered about their attempts to rescind the largess of earlier and less inde- 
pendent governments. 

The evils of favoritism can best be obviated by the enactment of general con- 
cession legislation in each country. A prototype of such legislation is the Ven- 
ezuelan Hydrocarbon Law of 1943, governing conditions under which petroleum 
and natural gas concessions are to be granted and also providing for conversion 
under the terms of the new statute of concessions granted under prior legislation. 
Analogous uniform petroleum concession statutes are now under consideration in 
Guatemala, Peru, Bolivia and other countries.”* 

However, the present tendency to provide for substantial royalty payments to 
the local government, whether pursuant to uniform legislation or to the terms of 
individual contracts, is tainted by the usual drawback of proportionate taxation in 
that it levies an equal charge upon the highly profitable, the mildly profitable and 
even the unsuccessful venture. During the past year, the Venezuelan Revolutionary 
Junta has experimented with a new technique by enactment of a one-year additional 
corporate tax, applicable on a sliding scale basis to all profits in excess of 300,000 
Bolivars, and Uruguay has enacted excess profits taxes based on an invested capital 
formula.?* 

Of course, an “excess profits tax” which takes effect when profits reach a fixed 
absolute level, rather than when they exceed a specified rate of return upon invest- 
ment, places an unjustifiable and uneconomic burden upon bigness as such.”* But 
whatever the general merits of excess profits taxation, there is a clear case in favor 
of the imposition of such levies upon foreign capital in undeveloped countries.”® 
This is demonstrated by comparing the effect upon the American economy of large 
profits earned by domestic corporations in the United States with the effect of equiv- 


*3E.g., Venezuelan Hydrocarbon Law, Gaceta Orica NuMERO ExTraorDINaRIO 31, of March 13, 
1943. The Government of the Dominican Republic has enacted a series of separate concession laws 
governing exploitation of various mineral resources. See Report, infra, note 24, at 121. 

°*See Report of the Committee on Latin-American Law, in AM. Bar Ass’N, PROCEEDINGS OF THE 
SECTION OF INTERNATIONAL AND CoMPARATIVE Law (1945) 118. 

2° Cf, ARNoLD, THE BoTTLENECKs OF Business (1940) 3-4, 66, 122. 

*°'The suggestion is, of course, subject to attack as involving discriminatory levies against foreign 
corporations. We believe, however, that it would be economically desirable for the reasons stated in 
the text. 
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alent profits earned by a foreign corporation upon the economy of the local nation. 
Generally, an American corporation will reinvest a substantial portion of its profits 
in productive enterprise in the United States by expanding its operations or other- 
wise. If an unreasonable amount of profit is retained, the corporation is subject to 
the surplus tax provisions of Section 102 of the Internal Revenue Code. On the 
other hand, the same corporation when operating in a backward area will probably 
attempt to repatriate the greater part of its local profits. Particularly in the case of 
petroleum or mining corporations, this subjects the foreign investor to the not un- 
justified reproach that it is rapidly depleting the limited natural resources of the’ 
country without creating a permanently valuable industrial establishment.? 

It would seem wise for American corporations to suggest that the excess profits 
problem be dealt with either (a) by supplementation of low flat rate royalty pay- 
ment terms in concession contracts by sliding scale payments proportioned to the 
profitability of the enterprise, or (b) by enactment of taxation keyed to the rate of 
return on invested capital. If foreign investors cooperate in the institution of such 
controls, they may reasonably expect to gain countervailing benefits in the form of 
loss carrybacks and carryforwards and in the avoidance of taxation which is an 
undiscriminating levy on mere bigness. Both foreign investors and the local econ- 
omies would benefit if the suggested legislation contained exemptions for profits 
reinvested in the country of origin. 

A particularly difficult problem of profit control exists in the case of public utility 
companies. In contrast to the United States’ method of regulation by public utility 
commission through application of fair rate of return formulae, the basis of regula- 
tion in Latin America has generally been the term concession contract containing 
“fixed rights and obligations.”** This technique of control has certain serious de- 
fects. As the contract is necessarily made for an extended period, the rates fixed 
therein will ordinarily tend to become excessive, as an increase in the volume of sales 
reduces the unit overhead costs. (On the other hand, if the demand for service in- 
creases slowly and if the local wage and price level is inflated, the fixed rates may 
fail to provide a fair rate of return to the utility company.) 

In the second place, even if a term contract contains no express reversionary 
clause, prudent accounting may require accumulation of a substantial reserve for 
amortization of the entire fixed capital account over the life of the contract, in com- 


27In mature economic countries, such as England and Belgium, which have long since exhausted 
certain of the mineral deposits upon which their industrialization was originally predicated, the profits 
and technical skills accumulated during the early period served to create industrial systems with per- 
manent productive utility. The governments of under-developed areas can scarcely be blamed for attempt- 
ing to secure the same benefits for their own people. 

*8 In preparing this section, the present authors have drawn freely on Ford, Recent Trends in Regula- 
tion of Public Utilities in Latin America and Their Effect on the Ability of Public Utility Companies to 
Meet Demands for Service (1941) I PrRocEEDINGS OF THE First CONFERENCE OF INTER-AMERICAN BAR 
ASSOCIATION 347 et seq. They do not, however, subscribe to all of Ford’s views. 

2° The remarks in the text should not be construed as an indirect defense of the “replacement cost 
new” formula of rate control. 
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parison to the United States’ practice which requires only the accrual of a reserve 
for retirement of actual obsolete equipment.*® 

The solution for these difficulties would seem to lie in the introduction of a 
method of control which combines provision of indeterminate lives for concession 
conracts with regulation of rates and other practices by utility commissions.** This 
would permit local industrial and domestic consumers to receive the benefit of re- 
ductions in cost when the volume of consumption increases and simultaneously 
protect the utilities companies against the contingency of inflation. Similarly, the 
suggested legislation would remove the necessity or justification for management 
to make excessive amortization charges. 

It would seem to be wise for foreign owned utility companies to take the initia- 
tive in recommending the adoption of a modernized technique of rate control. In 
certain instances, Latin-American and other governments in undeveloped areas have 
used the threat of competition as a means of forcing rates downward. But the dis- 
advantages of excess competition in public utility industries have long been apparent. 
Local consumers would benefit if control by threat were replaced by control by 
commission; concurrently, the existing utility concerns would be freed of one of 
their principal bogeys.*” 

Quasi-Colonial Investment Policies. From the foreign corporation’s point of 
view there is no business reason why profits should be zeinvested locally in indus- 
tries in which the investor has no experience; and investors would be acting con- 
trary to their own short-run interests if they eschewed the obvious profits available 
in certain extractive industries. But this does not lead to the conclusion that for- 
eign capital has most intelligently protected its own long-run interests by a policy of 
concentrating investments. 

For, except in time of war, the terms of international trade have been shifting 
against the producers of raw materials continuously for three-quarters of a century. 
However efficiently managed, an isolated investment in the producers’ or semi- 
durable consumers’ good industries in a backward country might well prove unsuc- 
cessful. But collaboration by private and governmental interests in the formulation 
of a broad plan for development of industry and diversification of agriculture is 
likely to create opportunity for private capital to earn higher long-run average re- 
turns than by continued concentration of investment in the extractive fields for export 
markets. 

An immediate source of conflict is the reluctance of foreign investors to erect 
plants for processing in backward countries any substantial proportion of locally pro- 


®° Ford, op. cit. supra nate 28, at 349-50. 

31 For a definition of an indeterminate concession, see Sections 21, 22 and 23 of The Uniform Public 
Utilities Act in ProcEEDINGS OF THE NATIONAL CONFERENCE OF COMMISSIONERS ON UNIFORM STATE Laws 
for 1928. 

*2 The constitutions of many Latin-American countries prohibit exclusive concessions. This is de- 
sirable in the ordinary situation, where the foreign corporation has no right to expect anything better 
than what might be described as “most favored investor” status. However, it is reasonable to assume 
that most governments would be willing to make exceptions in favor of designated classes of public 
utilities, after. they had enacted suitable control legislation. 
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duced raw materials. The real reasons for this reluctance are probably the desire 
to utilize fully the productive capacity of processing plants previously constructed in 
more important market areas and the feeling that unstable political conditions make 
it judicious to minimize the extent of capital investment. This latter argument prob- 
ably explains why certain petroleum concessionaries have preferred to refine crude 
oil produced in Venezuela in the Dutch colony of Curacao. 

From the standpoint of an economically mature nation, it is easy to stigmatize 
as “mercantilistic” legislation or concession policies adopted in more backward coun- 
tries which exert pressure to hasten industrialization. But as both Sumner Welles 
and Alvin Hansen have pointed out, the general American policy of encouraging 
relaxation of trade barriers does not necessitate opposition to reasonable protection- 
ist measures in unindustrialized countries. At present such policies are frequently 
covert. Thus although there are no relevant provisions in the Hydrocarbon Law, 
the Venezuelan Government now sometimes conditions grant of a substantial petro- 
leum developmental concession up an undertaking by the concessionaire to build 
a refinery of specified capacity in the Republic. 

It is to be hoped that such policies are included in the agenda of the forthcoming 
International Trade Conference and that haphazard and surreptitious local polices 
are superseded through international cooperation. 

During World War II the United Fruit Company initiated elaborate plans de- 
signed to diversify the agricultural production of Central American countries. 
However, such projects extend the area of foreign or monopolistic control of a 
country’s economy. It is understandable that the local government and popula- 
tion should disregard the economic advantages of such plans because of their con- 
cern over the loss of “effective national independence.” Partnership between local 
and foreign capital in such developmental schemes appears to be the only satisfac- 
tory long-run solution. 

Domestication of Foreign Enterprises. Since foreign capital usually does busi- 
ness through the medium of locally incorporated subsidiaries, the desire of most 
governments for domestication of foreign enterprises has generally been formally 
met.** Greater conflict has been created by the not unreasonable legislation enacted 
in many Latin-American countries requiring that a designated minimum of the 
supervisory employees of foreign-owned enterprises be local citizens.*° Provided the 
problem is approached with reasonable goodwill, this kind of legislation should 
ordinarily create little difficulty for foreign corporations and should work out to 
their long-run advantage by creating a class of skilled employees that can play 


*8 PoLLAN, THE UNITED Frurr Company AND MippLe America (1944), including introduction by 


Henry Wallace. 

%4Tocal incorporation does not preclude the foreign stockholder from having diplomatic intervention 
made in its behalf by its government. See cases in 3 Moore, Dicesr or INTERNATIONAL Law (1905) 
647, 651; BorcHarpD, THE DipLomatic Protection oF CiTizENs ABROAD (1915) 622-23; HacKwortH, 
Dicest oF INTERNATIONAL Law (1941) 837-844. 

®5 See Orson & HickMAN, Pan American Economics (1943) 194-5; Report, op. cit. supra note 24, 
at 119, 122; see also note 39, infra. 
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an important role in bridging psychological gaps between foreign investor and local 
country. 

Still less susceptible to formal discussion is the problem created by the reputed 
failure of American business representatives to participate in the community life. 
Both in the Far East and in Latin America, the proverbial insularity of the British 
businessman overseas has been at least equalled by that of his American competitor. 
Consonant with the traditional practices of local branch managers in the United 
States, it is suggested that the Rotarian spirit, membership in the local country club, 
and intermarriage are as useful in Peru, S. A., as in Peru, Ind. 

“Milk for the Hottentots.” Under this catchy phrase, Mr. Henry Wallace was 
censured not long ago by various American business interests for suggesting that 
the granting of American developmental loans should be conditioned upon the 
establishment of improved working conditions in the proposed projects. Upon a 
larger scale the attempts of “backward” governments, particularly in Latin America, 
to enforce progressive labor legislation have sometimes been a source of resentment 
on the part of foreign capital. 

The “paradox” of advanced social legislation in industrially backward countries 
is partly explicable in terms of the fact that local industry primarily caters to domes- 
tic markets and, when protected by tariff barriers, need not worry about the cost 
of production in world markets.*® 

In point of fact, the provisions of so-called “advanced” labor codes, such as Article 
123 of the 1917 Mexican Constitution, do not exceed the recommendations of careful 
students of industrial relations, as embodied, for example, in the Codes of the Inter- 
national Labor Organization.** Since the pattern of social legislation in the United 
States has finally reached a level of development attained decades before in other 
mature industrial nations, American employers may now find it not unreasonable 
to accord their foreign employees the same working conditions as their domestic 
employees. 

The criticism that institution of a higher wage scale for employees of modern 
plants in backward countries, predicated upon productivity, will create a dispro- 
portion in the wage scales of these nations can scarcely be treated seriously. Similar, 
although less marked, disproportions already exist within the wage scales of the 
more advanced industrial nations and are an ineradicable feature of any untotali- 
tarian economy. 

Those foreign corporations which have maintained better working conditions 
and paid higher wages than required by statute or custom have often found that 


°° Orson & HICKMAN, Op. cit. supra note 35, at 193. 

** For a succinct summary of labor and social security legislation in the various Latin-American Re- 
publics, see SouLE, EFRon & Ness, Latin AMERICA IN THE Future Wortp (1945) 13. The authors 
point out that the labor codes of many countries are modelled on the I.L.O. Codes. See also, Some 
Aspects of Recent Social Legislation in Latin America (1942) 76 Buti. PAN AMERICAN Unron 83. The 
suggestion that social legislation in certain countries is directed against foreign capital [see, ¢.g., OLSON 
& HickMAN, PAN AMERICAN Economics (1943) 192; RoyaL INsTITUTE OF INTERNATIONAL AFFAIRS, THE 
Repusiics oF SourH AMERICA (1937) 200, 207] lacks factual substantiation. 
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the increased productivity of their employees more than defray the additional costs. 
Moreover, by compensating their employees on the basis of their productivity in 
lieu of paying wage rates at existing low levels, foreign (and other) owners of mod- 
ern industrial plants would be helping to enlarge the domestic markets in backward 
countries and therefore to create conditions in which better balanced economies 
could emerge, with larger over-all opportunities for investment.** 


PARTNERSHIP BETWEEN LocaL AND ForeIcN CaPiTAL 


Prompt adjustment of managerial policies in light of charges such as those dis- 
cussed above would do much to remove tangible and rational grievances. How- 
ever, the fundamental problem which now confronts foreign enterprise is that of 
adapting itself to the new economic nationalism of Latin America and the Near and 
Far Eastern countries, exemplified by a wave of restrictive legislation and, more im- 
portant, by the general determination not to permit alien capital to maintain a 
dominant position in local life.*® 

To some extent this tendency is the understandable reaction to past imperial- 
istic policies. The mere elimination or denaturing of Dollar and Sterling Diplomacy 
can scarcely be expected to erase eo instante resentments engendered by a century 
of political interference.*° Moreover, while Foreign Offices, in the ordinary situa- 
tion, now confine their activities to the proffer of “Good Offices,”** a small number 
of foreign corporations persist in the old ways.” 

Gauged by a strictly pecuniary standard, there can be no doubt that foreign 
capital has developed the resources of backward areas more rapidly than would 
have been possible by exclusive use of local funds and enterprise. But the Peru- 
vian or the Burmese may be pardoned for taking a less dispassionate view and for 
resenting ownership of the majority of the important industries in his homeland by 


58 Probably labor exploitation is most marked on plantations and other large-scale agricultural estab- 
lishments, whether owned by local or by foreign interests. 

8° For descriptions of some of the recently adopted legislation see Holmes, Can Latin America Build 
a New Economy (April 1, 1945) Foretcn Poricy Reports 24; Holmes, Brazil: Rising Power in the 
Americans (Oct. 15, 1945) Foreicn Poticy Reports 215-6; Orson & Hickman, Pan AMERICAN Eco- 
Nomics (1943) 191-6; EicHTH REporT OF THE House SpEcIAL CoMMITTEE ON Postwar Economic Pot- 
Icy AND PLanninc, 79th Cong., 2d Sess. (H. R. Rep. No. 1527, 1946) part 2; Wyrne, INpustry IN 
Latin AMERICA (1945) 1-40. 

*° Resentment at past “deals” between large foreign corporations and corrupt past administrations 
are still a vital factor in Mexico and Venezuela. See SouLe, EFRON AND NEss, op. cit. supra note 37, at 
81; Person, Mexican Orn (1942). 

There is an interesting analogy here to the persistence of “‘anti-Yankee” feeling in South America, 
even after 13 years of the Good Neighbor Policy. For a broadside defense of the record of American in- 
vestors in Latin America, see Bemis, THE LatTiN-AMERICAN PoLicy oF THE UNITED SraTEs (1944). 

“The United States played an important mediatory role in the disputes between the Mexican 
Government and private oil interests in 1927-28 and 1938-43 and again in the controversy over the con- 
duct of foreign concessions which led to the enactment of the Venezuelan Hydrocarbon (Petroleum) Law 
in 1943. It is believed that President Roosevelt himself intervened in the latter dispute. 

** See Dep’t of State Press Release No. 929, issued December 11, 1945, after receipt from the Equa- 
dorian Government of information that a road-building contract with an American company had been 
cancelled on the ground that the company in question “was involved in a plot to overthrow that 
government.” See also Dep't of State Press Release No. 850, issued November 13, 1945, p. 4. 
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foreigners,*® whether or not the absentee landlords pursue enlightened policies. 
Moreover, there is a kernel of hard economic truth embedded in the New Nation- 
alism. “There is much to be said for the view that those [undeveloped] countries 
have had an excess of foreign investment”** devoted principally to extractive in- 
dustries, which have done relatively little to improve their general economic status.** 


It is probable that under the new dispensation there will be a decline in the 
relative importance of foreign investment in undeveloped areas. This by no means 
necessitates a diminution in the Zo¢al of alien capital which can be productively and 
safely invested.*® On the contrary, assuming two general conditions are observed, 
there is every reason to believe the next decades will bring an unprecedented ex- 
pansion in direct capital migration. 

In the first place, the past haphazard pattern of direct (and financial) invest- 
ment will have to be subordinated to general developmental programs. Such pro- 
grams were outlined prior to and during the war, in a half-score of countries, to 
facilitate diversification of agriculture, growth and geographical spread of industry, 
and improvement of transportation facilities.“7 To avoid a new wave of defaults, 
the major portion of the necessary investment will have to be made with local 
funds.*® But such programs are inevitably in some measure dependent upon for- 


“8 For information as to the importance of foreign investment in certain backward countries, see 
RoyaL INsTITUTE OF INTERNATIONAL AFFAIRS, THE PROBLEM OF INTERNATIONAL INVESTMENT (1937) 223; 
Andrews, Burma—An Experiment in Self-Government (Dec. 15, 1945) ForeicN Pottcy Reports; BAIN 
& Reap, OrEes AND INpUsTRY IN SouTH AMERICA (1934) 346; RemMeR, ForeIGN INVESTMENTS IN CHINA 
(1933). 

“* Holmes, Can Latin America Build a New Economy (April 1, 1945) Foreicn Poricy Reports 24. 

“SIn countries such as Peru, Venezuela, or Indonesia, foreign capital has been devoted principally to 
industries producing goods for export markets. But the economies of these countries remain basically 
backward; the overwhelming majority of the population is engaged in subsistence farming. The foreign 
enterprises do, however, contribute tax payments and foreign exchange. See Soute, Erron & NEss, op. 
cit. supra note 37, ch. 8; RoyaL INsTITUTE OF INTERNATIONAL AFFAIRS, THE REPUBLICS OF SoUTH AMER- 
Ica (1937). 

For figures as to the distribution of American direct investment in Latin America by industries, see 
U. S. Dep’r oF Comm., AMERICAN Direct INVESTMENT IN ForEIGN CounTRIES (1940) 23. 

*° An instructive analogy is provided by the effects of industrialization in previously retarded areas 
on the importation of manufactured goods. A century of experience demonstrates that the greatest 
volume of trade takes place between the most heavily industrialized areas. Germany became a more 
valuable customer of Great Britain after 1870, and Japan of the United States after 1890, because of 
their own internal development. See League oF Nations, THE Network oF Wortp TRADE (1942); 
British INFORMATION SERVICES, GREAT BRITAIN (1946) ch. 8; StaLEy, WortpD Economic DEVELOPMENT 
(1944) ch. 8. 

“7 See Fonc, THE Post War INpusTRIALIZATION OF CHINA (1942); Lorwin, NATIONAL PLANNING IN 
SELECTED CounTriEs (1942) Pt. IV; ELtswortH, CHILE (1943). For discussion of the possible effects of 
industrialization of backward areas on more mature countries, see STALEY, op. cit. supra note 46, in chs. 
5, 8, 10. 

“8 There are two basic reasons for this. Much of the investment necessary for “economic modern- 
ization” takes the form of highway and railroad construction, erection of power plants, building of an 
educational system and other projects which neither increase export capacity nor decrease import needs, 
in proportion to their costs. Secondly, many of the necessary projects have heavy capital costs with rela- 
tion to their income-producing capacity. See BucHANAN, INTERNATIONAL INVESTMENT AND DoMESTIC 
WeEtFareE (1945) Pt. 1; KNicHT, Morocco as A FRENCH Economic VENTURE (1937). To the extent that 
these projects are financed by foreign funds, it would be economically sensible to have them be interest- 
free and subject to repayment over very extended periods of time. [Of course, there is no reason to assume 
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eign borrowing, and the possibilities for accumulating exchange with which to meet 
interest and amortization charges can be adversely affected by uncontrolled direct 
private investment. Such steps as the erection by foreign interests of a factory 
selling to the domestic market create an eventual demand for foreign exchange to 
permit repatriation of part of the profits. Accordingly, a country which is under- 
going planned industrialization must regulate the utilization of foreign funds.” 
Almost every government already possesses reasonably effective controls over inter- 
national borrowing; in undeveloped countries, it is equally important to control the 
areas where direct foreign investment is made. The initial step in this direction 
has been taken in Brazil and China, where the establishment of a foreign-owned 
enterprise requires consent of the central economic authorities. Where foreign funds 
are to be employed in a developmental program, an International Agency should 
participate in the formulation of the plan. It may be assumed that this will be the 
case when the International Bank for Reconstruction and Development is the source 
of the funds. Appropriate means should be found to allow the Bank to participate 
in the devisal of plans, even where the foreign financing is wholly carried out by 
private institutions. Otherwise the present hopes for creation of a “brave, new” 
International financial system will be undercut gradually because of the absence of 
central coordination. 

In the second place, foreign enterprise can maintain its position only by taking 
indigenous business groups or local governments into partnership. It is too late to 
seek refuge in mere reform programs. In fact, industrialization proceeded so rap- 
idly in many countries during the war that, if foreign capital persists in proceeding 
on its own, local governments may well conclude that their only essential need is 
the importation of foreign managerial and technical experts. 

New forms of business organization will have to be developed to meet these new 
conditions. In the past, the bi-national corporation has been characterized by the 
retention of managerial and financial control by the foreign stockholders. Recent 
legislation in Mexico, Brazil and other countries requires that majority stock owner- 
ship be retained by local nationals.®° It would be wise for foreign investors in other 
countries to accept minority equity positions and to reduce the extent of their 
representation on directorates and in active control of local operations without 
that the disastrous pattern of international lending during the 1920’s and 1930's will be exactly par- 
alleled, as too many of the foreign loans during this period were made to governments for public works 
and other uses not productive of foreign exchange. See 2 ScHUMPETER, Business CycLEs (1939) 714 
722; SALTER, Recovery: THE SEconD Errort (1932), chapter on “Good Lending and Bad.”] 

“° Subject to appropriate international controls, a country in this position will also have to control 
the utilization of foreign exchange by its own citizens, to prevent diversion to the acquisition of luxuries. 
As Professor Fetter has remarked, “In more than one Latin-American country that is reputedly ‘short 
of capital’ the sums that have been spent in Paris in the last half-century by wealthy natives would 
have endowed the country with a modern transportation system and a well equipped industrial plant. 
The same situation is found in some of the countries of the Orient.” Fetter, The Need for Postwar 
Foreign Lending (1943) 33 AMERICAN Economic Review (Supp.) 342, 343. Such controls should, of 


course, be exercised in collaboration with the International Monetary Fund. 
5° See sources cited supra note 39. 
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waiting for the adoption of analogous statutes. Moreover, provision should be made 
for amortization of part of the foreign investment so that ownership becomes in- 
creasingly domestic. 

The progressive managements of certain companies have already taken the first 
steps in this direction. Thus a substantial proportion of the stock in the Brazilian, 
Chilean, and Costa Rican subsidiaries of American & Foreign Power Co., Inc., 
is now held by nationals of those countries; local citizens comprise a majority of 
the Board of the latter two corporations. In the last year, a number of electrical, 
plastic, and rubber manufacturing corporations have been organized in Mexico 
and other countries as a result of joint investment by United States and local groups. 

Many governments—including those controlled by the conservative parties in 
Iran and Turkey*’—have announced their intention of controlling or actively par- 
ticipating in the operation of key industries and the development of important 
natural resources."* In economically retarded countries, this is the only way to 
prevent domination of the state by private monopoly; moreover, the government 
may be the only local group able and willing to invest large amounts of equity 
capital. 

This policy need not function as a closed door to private investment. Thus, 
despite their general nationalistic policies, both the Venezuelan and the Colombian 
Governments have evidenced their willingness to extend substantial credits to for- 
eign corporations willing to organize and operate plants under joint control. The 
particular aim of governmental policy here is to attract “independent” foreign in- 
terests, to balance the strong position now held by large and feared corporations, 
such as the Standard Oil or Shell Companies. It may be assumed that a similar 
course will be adopted in other South American states and by the governments of 
former colonial areas, such as India and Indonesia. 

While partnerships between private capital and governmental agencies are a 
war-time innovation in the United States, they have a long record of successful 
operation in Great Britain and in Continental Europe.®* The stock of these quasi- 
public corporations—such as the Anglo-Iranian Oil Co., the Czechoslovakian Grain 
Corporation, and the Belgian and German State Railroads—has generally been 
owned in one country. However, business annals contain several examples of mixed 
private-public corporations which combined funds and personnel originating from 
several countries. The pioneering role here has been played by the air transport 
industry. Until 1939, the originally private German corporation, Lufthansa, A.G., 
and the Soviet State Monopoly Aeroflot jointly owned and controlled the Dureluft 

52 See H. R. Rep. No. 1527, supra note 39, at 50-52. 

52 See LawLEY, THE GRowTH OF CoLLEcTIVE Economy (1938); MuNK, LeGAcy oF Nazism (1943) 
152-163; PHELPs, THE MIGRATION OF INDUsTRY TO SourH AMERICA (1936) 166; Holmes, Brazil (Oct. 
15, 1945) Foretcn Poticy Reports; Holmes, Argentina (Feb. 1, 1946) Foreicn Porticy Reports 298, 
300. Recently, the Venezuelan, Colombian and Ecuadorian Governments have announced plans for joint 


ownership and operation of a shipping corporation. See (June 8, 1946) Business WEEK “112. 
58 Munk, THE Lecacy oF Nazism (1943) 156-8. 
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Company. For nearly ten years the Chinese Government has owned 51 per cent of 
stock of the Chinese National Airways Corporation, with the remaining 49 per cent 
held by Pan-American Airways, Inc. While flight operations have been supervised 
by designees of the American company, the Chinese Government has at all times 
controlled a majority of the Board. Somewhat similar corporations were formed in 
certain Latin-American countries during the war to take over systems formerly con- 
trolled by Axis nationals.* 

The quasi-public enterprise has a particularly promising future in the mining 
and petroleum industries. The Betancourt Government in Venezuela, predicating 
its position upon the traditional Hispanic doctrine that subsoil deposits are national 
property, has declared its intention of securing one-half of the net profits from such 
ventures by direct participation or recapture of profits through taxation. The pat- 
tern of the future is perhaps foreshadowed by the recently announced contract be- 
tween the Colombian Government and Mr. David Daniel Feldman, an independent 
Texas producer, for joint exploitation of oil reserves in a large area. A similar 
contract is reportedly being negotiated for refining of petroleum delivered to the Ven- 
ezuelan Government by concessionaries."® Areas now barred to United States petro- 
leum firms by legislation or national policy’’ may be opened if similar arrangements 
are made. Particularly in the Far East, American business can capitalize on a 
reservoir of good will if it is willing to sacrifice high short-run profits for long-run 
security. 

Another type of business organization which may open new fields for direct 
foreign investment are the Corporaciones de Fomento, established since 1939 in ap- 
proximately ten of the Latin-American Republics.°* These developmental agencies 
were designed to encourage expansion of industry into virgin fields and agricul- 
ture, generally with the aid of loans from the United States Export-Import Bank. 
The Société Haitiano-Américaine de Développement Agricole and the Corporacion 
Ecuatoriana de Fomento have directorates drawn evenly from the United States 
and the local country, but the usual practice is one of exclusive local control. 

The functions of these organizations could be increased if minority stock inter- 


5¢ TV isstrzyN, INTERNATIONAL AIR TRANSPORT AND NATIONAL Poticy (1942) 400; Tomes, INTERNA- 
TIONAL ORGANIZATION IN EUROPEAN AiR TRANSPORT (1936) 34-5. 

Announcement was made in the spring of 1946 of the organization of Linee Aeree Italiane, a cor- 
poration jointy owned by the Italian Government and Transcontinental and Western Airlines, Inc. See 
Department of State, Press Release No. 323, issued May 13, 1946; (May 11, 1946) Business WEEK 5. 

55 SouLE, EFRON & NESS, op. cit. supra note 37, at 313. 

5° See New York Times, May 14, 1946, p. 8; New York Herald Tribune, May 17, 1946, p. 6. 

57 For a partial list of such countries, see 8 JENNINGS, REPORT OF THE GROUP ON AMERICAN PETROLEUM 
INTERESTS IN ForEIGN CounTriEs (1945) 17; see also Mineral Resources, Production and Trade of Brazil 
(1941) 4 ForEtcN MINERAL QuarTERLY 5; Holman, American Oil Companies in Foreign Petroleum 
Operations, in Fannine (Ed.), Our O1t Resources (1945) 11, 50. 

58 See SouLE, Erron & NESS, op. cit. supra note 37, at 273-284; U. S. TartrF ComM., THE FoMmEnTo 
CorporaTIon oF Latin AMERICA (1943). Many of the corporations were organized during the war 


to assist in production of raw materials ordinarily procured by the United States in the Far East. 
DeWilde, Wartime Economic Cooperation in the Americas (Feb. 15, 1942) Foreicn Portcy Reports. 
However, they have equally important functions to perform in the postwar world. For recent activity 
by the Chilean Corporacion de Fomento de la Produccion, see (March, 1946) Fen. Res. BULL. 230. 
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ests were sold to local investors™’—who have been traditionally, reluctant to risk 
their funds independently, except in land speculation—and if the Export-Import 
Bank participated as a stockholder rather than as a creditor. The Chilean Cor- 
poracion de Fomento de la Produccion, the oldest and best financed, has already en- 
tered into contracts with foreign interests for joint operation of new tire and chemical 
factories. It is believed that several of the other developmental corporations would 
be willing to embark upon such joint ventures. 

Still another pattern of mixed international enterprise is the management-royalty 
contract, exemplified in the recent agreement between the Chinese Government and 
the Westinghouse Electric International Co. Under this type of arrangement the 
foreign corporation need not possess any stock interest or direct managerial respon- 
sibility in the local plant, its function being restricted to providing patents, work- 
ing processes and technical assistance in return for fixed fees and royalty pay- 
ments geared to output.* 


REAPPRAISAL OF CONVENTIONAL ProcepurES FoR ApjusTING DispuTEs 


In suggesting that foreign investors should primarily concern themselves with 
devising techniques of investment which will minimize the dangers of conflict with 
local authorities, we do not mean to imply that the conventional procedures for 
handling crisis situations do not need revision. 

More precise draftsmanship of concession contracts, however wearisome a detail, 
would accelerate the adjustment of disputes by simplifying the terms of contention. 
A particularly useful innovation would be the inclusion in concession contracts of 
formulae for determining the indemnification for property expropriated. If such 
local rules of law as the Hispanic doctrine that subsoil wealth is inalienable national 
property®* and that the concessionaire merely obtains an operating franchise were 
formally embodied in the contracts, the disappointed expectations of foreign investors 
would not become the occasion for international acrimony. 

In the past, claims by foreign interests of unfair treatment have been left for 
settlement by ad hoc procedures. Negotiations between private interests and local 
governments—perhaps supplemented by diplomatic “good offices”—are obviously a 
desirable initial move and in recent years have frequently resulted in quick adjust- 
ments. Because ‘of the absence of an independent judiciary in most undeveloped 
countries, resort to local judicial and administrative remedies—while a proper rec- 
ognition of the sovereignty of the local government—is often a blind alley resulting 
only in delay. Except in the case of the few countries which have accepted the 

°° "There are now substantial local private stockholdings in the Colombian Instituto do Fomento 
Industrial. . 

® See WyTHE, INpusrry In Latin AMERICA (1945) 201. 

2 (June 1, 1946) Business WEEK 113, 115. 
°2 See Barker, Mexican Mining Concessions with Special Reference to the Foreign Investor (1931) 5 


So. Car. L. Rev. 1-8; Person, Mexican Oi (1942) 62-3, 73-4; but cf. Sranparp Or Co. (N. J.), 
PreseNT STATUS OF THE MEXICAN O1L ExproprRIATIONs (1940) 54-60. 
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compulsory jurisdiction clause of the International Court of Justice Charter, dis- 
putes which are not settled in this preliminary stage can be submitted to the Court 
or a special arbitral tribunal only with the consent of the local government and the 
government of the disgruntled investor. 

This procedure has at least two disadvantages. In the first place, there is usually 
a long delay before the identity of the tribunal and the terms of the reference are 
agreed upon. In the meantime business operations are in a state of suspense. In 
the second place, a dispute which actually concerns only one government and a 
particular individual or organization in another country needlessly develops into an 
international controversy. 

We believe that the most efficacious procedure for handling disputes over the 
fairness of indemnification provisions or of allegedly discriminatory legislation (as 
well as controversies occasioned by defaults on loan contracts) would be the creation 
of a special tribunal whose jurisdiction could be invoked by aggrieved investors 
without recourse to their own governments. To prevent the overcrowding of the 
calendar of such a tribunal with unimportant matters, it would be advantageous to 
devise a selective technique akin to the certiorari procedure of the United States 
Supreme Court. 

This suggestion involves a measure of departure from the traditional conception 
that only states are subjects of international law and proper parties before Inter- 
national tribunals. However, in recent years there has been a growing and desir- 
able tendency to depart from this doctrine and permit individuals to press their 
own claims against states. Thus, the statute of the former Central American Court 
of Justice permitted citizens of signatory states to present claims on their own be- 
half against the other member nations; a similar procedure was adopted by certain 
of the Mixed Tribunals established under the treaties of peace after the first World 
War. 

We think it plain that this type of dispute should not be referred to the Inter- 
national Court of Justice. The Statute of the Court extends jurisdiction only to 
controversies between states;®* it is perhaps impossible, and at any rate undesirable, 
to obtain a general modification of this limitation. In addition, the judges of the 
International Court have no special competence in handling disputes which are 
predominantly economic in origin and which, because of the absence of controlling 
principles of law, will often require settlement by mediation.* However, it would 
probably be desirable, in situations where the government of the unsuccessful liti- 
gant espoused his claim, to permit an appeal from the proposed tribunal to the Inter- 
national Court on any relevant question of international law or treaty interpretation. 

The political problems of establishing the proposed tribunal raise issues beyond 


®3 See Hupson, INTERNATIONAL TRIBUNALS (1944) 201. 

®4 Statute of the International Court of Justice, Ch. II, Article 34(1). 

®5 Cf. Hupson, INTERNATIONAL TRIBUNALS (1944) c. 17; LEAGUE OF NATIONS, REPORT OF THE CON- 
MITTEE FOR THE STUDY OF INTERNATIONAL Loan Contracts (1939); Salazar, Future Foreign Investors 
(1941) 1 PROCEEDINGS OF THE INTER-AMERICAN BaR ASSOCIATION 425, 430-1. 
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the scope of this article. Obviously, its creation would necessitate either a new 
multilateral agreement or modification of the United Nations Charter. If other 
procedures are unavailable, the Board of Governors of the International Bank for 
Reconstruction and Development—which will probably be the largest international 
creditor in the next decades—could reasonably make adherence to the necessary 
agreement a condition prerequisite to receipt of financial assistance. 


ConcLupinc REMARKS 


Except in time of war, the direct foreign investor has faced few special prob- 
lems in such countries as England, France, Switzerland or the United States. It is 
significant that the Chinese Republic—which for years denied foreigners the right 
to own more than 49 per cent of the stock of any company engaged in manufac- 
turing or mining—repealed this legislation during the war after extraterritorial 
privileges and foreign control of tariff rates were terminated by international agree- 
ments.°* We conclude that the ultimate safety of foreign capital is dependent upon 
the rapidity with which the economies of backward areas are modernized and upon 
the emergence of a political system in which small nations can be confident that 
their rights will be fully respected in practice. 

To the extent that national and international policies are directed toward the 
attainment of these objectives, foreign capital will benefit by the alleviation of na- 
tional inferiority complexes which, even in the absence of specific grievances, breed 
expropriation and discrimination. The private investor cannot be expected to attain 
these goals on his own initiative. On the other hand, business interests have a vital 
interest in supporting the creation of a working International order—without which 
liberty and property alike will become mere artifacts to puzzle the archaeologists of 
the future. 


®€ See Rosinger, China as a Postwar Market (Jan. 1, 1945) Foreicn Portcy Reports; CHINESE News 
Service, Cuina aT War (Oct., 1943) 68-70. 











TAX INDUCEMENTS TO FOREIGN TRADE 


MitcHet B. Carroiy* 


INTRODUCTION 


Ever since the last years of World War I when the accumulation of rates on in- 
come flowing from one country to another reached in some cases more than 100 
percent of the income, the United States has been a leader in unilateral, and later, 
bilateral measures for the prevention of international double taxation. As World 
War I was coming to a close in 1918, Congress adopted the sound policy of recog- 
nizing the prior right of a foreign country in which income arises to tax such 
income and of granting a credit for the foreign tax levied in the country of source 
against the tax payable by the United States citizen, or resident, or corporation to 
the federal government. The credit for foreign taxes now found in Section 131 of 
the Internal Revenue Code’ has, through the years, been threatened with repeal; 
it has been encroached upon by amendments to the law and by court decisions, and 
has been in some cases limited and in others expanded in is application. Fortu- 
nately for our foreign trade and investments, the credit has survived and today it is 
in effect incorporated in our treaties for the prevention of international double tax- 
ation, concluded with France, Sweden, Canada, and England. 


UNILATERAL RELIEF IN UNITED States Law 


Instead of outlining the history of Section 131 and its various amendments, a 
summary will be made of its provisions as they are found today in the Internal Rev- 
enue Code. The significance of this section could be thrown more sharply into 
relief if space permitted a discussion of the measures adopted by other important 


* A.B., 1920, Johns Hopkins University; Licencié en droit, 1922, Law School, University of Paris, 
France; Dr. Jur., 1923, University of Bonn, Germany; LL.B., 1926, George Washington University. 
Chief, Section of European Law and Taxes, during later years in Bureau of Foreign and Domestic Com- 
merce, 1924-1929; Special Attorney, Treasury Department, 1930-1931; member of delegation to Paris 
to negotiate first tax treaty between the United States and France 1939. Director of Survey of Tax 
Systems in 35 countries for Fiscal Committee, League of Nations, 1931-1933; member of Fiscal Com- 
mittee since 1934 and Chairman, 1938-1939; Vice-Chairman, Regional Tax Conference of Fiscal Com- 
mittee, Mexico City, June, 1940, and member of second such regional conference, Mexico City, July, 
1943; Chairman, Joint Committee on Problems of Foreign Investment, League of Nations, 1945; attended 
final meeting of Fiscal Committee, London, March, 1946. Chairman, Section of International and Com- 
parative Law, American Bar Association, 1943-1945; Chairman of Section’s Committee on International 
Double Taxation. Member of Tax Committee, Inter-American Bar Association, and delegate to the 
Association’s conferences in Havana, 1941, Rio de Janeiro, 1943, and Mexico City, 1944. Associate 
Consultant for the American Bar Association, United Nations Conference on International Organization, 
San Francisco, April, 1945. Editor of Taxation oF ForEIGN aND NaTionaL ENTERPRISES (League of 
Nations, 1933). Author of articles on prevention of international double taxation and international tax 
law. Member of the Bar of the District of Columbia and of the State of New York. 

726 U. S. C. (Supp. IV, 1941-1945) §131, hereinafter, in text and footnotes cited as Internal Rev- 
enue Code or I. R. C. or simply by section-number. 
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commercial countries in their tax laws for preventing international double taxation, 
as well as to describe the general nature of the clauses which accomplish the same 
purpose in bilateral conventions for the avoidance of international double taxation. 
At the outbreak of World War II there were more than sixty treaties of a general 
nature and over two hundred of a limited scope. In short it may be noted that 
whereas other countries have, on the whole, been much more liberal in according 
exemption for income allocable to a permanent establishment in a foreign country, 
our Congress has from the beginning been very loathe to accord an outright exemp- 
tion, and whatever relief has been adopted has been circumscribed in scope, sub- 
jected to rigid conditions precedent, and generally framed in a fashion to avoid any 
suggestion of an exemption except to a very limited degree. 

In formulating the credit for foreign taxes in the 1918 Act, and in framing the 
successive amendments thereto, Congress has consistently endeavored to carry out the 
policy that a tax levied in the foreign country should be allowed as a credit against 
the United States tax on entire net income without, however, reducing the United 
States tax on domestic income. This means that the tax on foreign income allowed 
as a credit is subject to a ceiling of the amount of the domestic tax corresponding to 
the foreign income. For a period of years the excess of foreign tax over the domestic 
tax on the foreign income was allowable as a deduction, but this oversight in our 
law was removed when Congress realized that such an allowance was tantamount 
to giving a subsidy to foreign trade to the extent that the deduction reduced the 
United States tax on domestic income. 

Taxpayers still have the right of electing whether they will take a deduction of 
foreign taxes from gross income under Section 23(c)(1)(C) of the Internal Rev- 
enue Code or a credit against the tax under Section 131, but the election must be 
made with regard to the taxes paid or accrued in all foreign countries in the same 
taxable year, so that the taxpayer cannot elect to take a credit for certain taxes and a 
deduction for the others. 


Direct Credit for Taxes Paid by Recipient of Income 


The credit provisions in Section 131 are sometimes described as including a direct 
credit and an indirect credit. Under Subsection (a) citizens and domestic corpora- 
tions are allowed the direct credit against normal tax and surtax in respect of any 
income, war profits and excess profits taxes paid or accrued during the taxable year 
to any foreign country or to any possession of the United States. The credit is also 
given to an alien resident in the United States provided the country of which he is 
a citizen grants a similar credit to an American citizen residing in its territory. In 
order to prevent a credit from encroaching on the tax from domestic income, it is 
subject to limitations in Subsection (b), which are described as the “per country” 
limitation and the “overall” limitation. The effect of the “per country” limitation 
is to limit the credit for taxes paid in a given foreign country to the same proportion 
of the recipient’s United States tax as his net income from sources in a foreign coun- 
2 40 Strat. 1057 (1919) §222. 
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try bears to entire net income. The same limitation applies in the case of a domestic 
corporation, except that it is expressed in terms of the ratio of the taxpayer’s normal- 
tax net income from sources within a given foreign country to its entire normal-tax 
net income for the same taxable year. 

It sometimes happens that a taxpayer will derive net income from one country 
and a loss in another and if the “per country” limitation alone applied the taxpayer 
would be able to get credit for the tax payable in the first country even though it 
realized a loss in the second country. This possibility is prevented by the second 
limitations in Subsection (b), known as the “overall” limitation, which requires the 
lumping of income and losses from all foreign countries. Thus, an individual must 
limit his credit for all foreign taxes by the proportion of his United States tax which 
his net income from all sources without the United States bears to his éntire net 
income for the same taxable year. In the case of a corporation, the credit is limited 
by the same proportion of the United States tax which its normal-tax income from 
sources without the United States bears to its entire normal-tax net income for the 
same taxable year. 


Indirect Credit for Income of a Foreign Subsidiary 

The indirect credit previously mentioned is found in Section 131(f) of the In- 
ternal Revenue Code. Paragraph (1) of this provision recognizes that a domestic 
corporation with a foreign subsidiary should, in effect, be given the same treatment 
as a domestic corportaion with a branch abroad. Hence, it provides that a domestic 
corporation, which owns a majority of the voting stock of a foreign corporation from 
which it receives dividends in any taxable year, shall be deemed to have paid the 
same proportion of any income, war profits, or excess profits taxes paid or deemed 
to be paid by such foreign corporation to any foreign country or to any possession 
of the United States, upon or with respect to the foreign corporation’s accumulated 
profits from which the dividends were paid, which the amount of such dividends 
bears to the amount of such accumulated profits. However, the tax so deemed to 
have been paid by the American corporation is subject to the same limitations as a 
domestic corporation having a direct branch abroad would be under Section 131(b). 

Paragraph (2) of Section 131(f) carries the relief for taxes deemed to have been 
paid even by the foreign subsidiary which holds a majority of the voting stock of 
another foreign corporation. 

An important amendment to the Revenue Act of 1942 extended the relief allow- 
able as a credit under Section 131, or as a deduction under Section 23(c)(1)(C), by 
providing that the term “income taxes” includes foreign taxes paid in lieu of a tax 
upon income, war profits or excess profits taxes otherwise generally imposed by any 
foreign country or by any possession of the United States. This amendment was 
made necessary by reason of the fact that in some foreign countries the tax adminis- 
tration finds such difficulty in verifying the net income of a foreign corporation 
which is attributable to local sources that it resorts to a tax on gross income at a low 
rate in lieu of a higher rate of tax on net income. Congress decided that the credit 
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should be allowed for such “in-lieu-of” taxes, inasmuch as the credit would be subject 
to the same limitations as the credit for taxes on net income. 


Corporations Deriving the Major Part of Income from a Possession 
of the United States 

While the credit for foreign taxes is the general regime for relief from double tax- 
ation applicable to income from all foreign countries and possessions of the United 
States, special relief for citizens and domestic corporations deriving the major part 
of their income from sources in a possession of the United States is found ‘in Section 
251 of the Code. For the purposes of this section, the term “possession of the United 
States” includes Puerto Rico, the Philippine Islands (until their emancipation on 
July 4, 1946), the Canal Zone, Guam, Samoa, Wake, and Midway Islands. In con- 
trast to the credit for foreign taxes in Section 131, which requires that the foreign 
income be included in the taxpayer’s entire net income, Section 251 provides relief 
from our tax by excluding from gross income the income attributable to the foreign 
possession, or, in other words, limits gross income only to income from sources within 
the United States. This is done where (1) 80 percent or more of the gross income 
of the American citizen or domestic corporation for the three-year period immedi- 
ately preceding the close of the taxable year (or for such part of such period as may 
be applicable) was derived from sources within a possession of the United States, 
and (2) provided 50 percent or more of the gross income of such citizen or domestic 
corporation for such period was derived from the active conduct of a trade or busi- 
ness within the possession of the United States. 

In the case of a citizen, the trade or business may be conducted on his own 
account or as an employee or agent of another. 

Dividends received from a corporation whose income was derived from the active 
conduct of a business within a possession of the United States, or by a citizen who 
was actively engaged in the management of such corporation, do not represent in- 
come derived from the active conduct of a trade or business within the possession 
of the United States either on the taxpayer’s own account or as an employee or 
agent of another.* 

A corporation meeting the requirements of Section 251, and therefore subject to 
United States taxes only on the part of its income which is attributable to United 
States sources, is treated as a foreign corporation for the purposes of the credit for 
foreign taxes. Hence, a corporation entitled to the benefits of Section 251 is not 
allowed the direct credit for the taxes paid in a possession by virtue of this express 
provision in Subsection (g)(1) of Section 131. However, by virtue of the fact that 
such corporation is treated as a foreign corporation, if a majority of its voting shares 
are held by another United States corporation, the latter would be entitled to the 
credit under Section 131(f) for the part of the taxes paid by the subsidiary which the 
parent was deemed to have paid, namely, the part corresponding to the dividend dis- 


* INTERNAL REVENUE Cope §131(h). 
“Treas. Rec. 111, §29.251-1. 
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tributed by the subsidiary company to the parent. However, the dividends-received 
credit which is ordinarily allowed under Section 26(b) to a domestic corporation 
receiving dividends from another domestic corporation is specifically denied in the 
case of dividends received from a corporation entitled to the benefits of Section 251. 


Western Hemisphere Trade Corporations 

The 1942 Revenue Act introduced in the Code a new Section 109 which took 
cognizance of the fact that the average rates of income tax throughout Latin America 
were at the time lower than our normal tax and therefore granted an exemption 
from our surtax which at the time was 16 percent. The general theory advanced for 
justifying this exemption was that the relief from surtax would cover various types 
of taxes levied in Latin-American countries which are not allowable as credits, and 
would also cover losses of capital, and losses on exchange due to the fluctuation of 
exchange rates, as well as other losses and expenses that are usually incurred in 
developing business in a foreign country. 

However, Congress subjected this exemption from surtax to limitations which 
were even tighter than those which had been previously imposed in according the 
relief from excess profits taxes under Section 727(g), which now is only of historical 
interest. When the excess profits tax was introduced it was recognized that inas- 
much as its main purpose was to capture excess profits due to the large expenditure 
of government funds in the United States, it was hardly fair to apply the tax in the 
case of a domestic corporation which was carrying on almost its entire business in a 
foreign country. Hence, under Section 727(g), provision was made for exempting 
the domestic corporation from the excess profits tax if 95 percent of its income was 
from sources outside of the United States and 50 percent was derived from the active 
conduct of a business. In these limitations one finds a reflection of the limitations 
long imposed on the relief granted under Section 251, except that the limitation in 
respect to income was increased from 80 percent to 95 percent. 

In granting the relief from surtax for Western Hemisphere trade corporations, 
Congress tightened the conditions precedent for relief by not only requiring that 95 
percent of the income for the three-year period immediately preceding the close of 
the taxable year (or for such part of such period during which the corporation was 
in existence) was derived from sources other than sources within the United States, 
but also by advancing to go percent the proportion of the gross income for such 
period or part thereof that was derived from the active conduct of a trade or busi- 
ness. Furthermore, the provisions are subject to the general limitation in the pre- 
amble of the section to the effect that all of the business of the corporation must be 
done in any country or countries in North, Central, or South America or in the 
West Indies or in Newfoundland. For reasons of practical expediency, the regula- 
tions construed the foregoing provision so as not to prevent a corporation which 
would otherwise qualify from taking the precaution of retaining title to goods 
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shipped from its establishment in the Western Hemisphere to a point outside the 
Western Hemisphere to insure payment for such goods.® 

To show that it is entitled to the exemption, a domestic corporation must attach 
to its income tax return a statement showing that its entire business is done in one 
or more of the designated countries, and for the three-year period immediately pre- 
ceding the close of the taxable year (or for such part thereof during which the cor- 
poration was in existence) the statement must show: (1) its total gross income from 
all sources; (2) the amount thereof derived from the active conduct of a trade or 
business; (3) a description of such trade or business and the facts upon which the 
corporation relies to establish that such trade or business was actively conducted by it; 
(4) the amount of its gross income, if any, from sources within the United States. 

The principles of allocation for determining whether the income is from sources 
without or from sources within the United States are found in Section 119, I.R.C., 
and Section 29.119 of Regulations 111. However, these provisions are of little help 
in determining where income from the sale of goods arises, and, obviously, to qualify 
for the exemption, the corporation must be able to show, if it buys in the United 
States and sells, for example, in a South American country, that the goods are 
actually sold there. Then it can take advantage of the provision in Section 119 that 
if goods are purchased in the United States and sold in a foreign country the entire 
profit is allocable to the place of sale, and therefore the corporation can meet the 
requirement of deriving 95 percent of its income from the active conduct of 
its trade or business from sources outside the United States but in the Western 
Hemisphere. 

Tests have been laid down in a number of court decisions, notably that of the 
Supreme Court in the Compania General de Tabacos de Filipinas case® and that of 
the Circuit Court of Appeals, Fifth Circuit, in the East Coast Oil Company case." 

The case of Compatia General de Tabacos de Filipinas involved a Spanish cor- 
poration which maintained its principal office in the Philippine Islands and from 
time to time sold tobacco, sugar, and other products in the United States through 
an agency, but the sales were made subject to confirmation and absolute control by 
the Philippine branch as to price and other terms and conditions. The United 
State Supreme Court held that if the Philippine branch gave the confirmation in 
each case, the final acts making effective the sales, which were the source of the 
profit, took place in the Philippine Islands as an incident to and part of the business 
conducted there. 

In the case of the East Coast Oil Company, S.A., a Mexican corporation engaged 
in the business of producing, buying and selling oil, made three classes of sales. The 
first class included sales pursuant to oral or memorandum agreements made in Mex- 
ico, the oil being delivered there to the purchasers, and it was conceded that any 
income arising from such sales was not subject to the United States tax. 


5 Treas. REG. 111, §29.109-1. 
* Compafiia General de Tabacos de Filipinas v. Collector of Internal Revenue, 279 U. S. 306 (1929). 
* Commissioner of Internal Revenue v. East Coast Oil Co., 85 F. (2d) 322 (C. C. A. 5th, 1936). 
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The second class included sales made under written contracts drawn and executed 
in the United States, but the oil was delivered by the petitioner at the wharf near 
Tampico, Mexico, to tank ships owned or supplied by the purchasers. 

The third class of sales included sales under written contracts with corporations 
organized in the United States, which were drawn and executed in the United States, 
but deliveries were specified as c.if. wharf tanks at Galveston, Texas, or Algiers, 
Louisiana. The Board of Tax Appeals, when considering the case, pointed out that 
when the various contracts were drawn the oil to be delivered had, for the most 
part, yet to be produced or purchased by the corporation. The Board also consid- 
ered that the decision in the Compania General case in no wise varied the established 
rule that the place where the title passes is the place of sale. It stated that for 
many years the Bureau of Internal Revenue had upheld the rule that the sale is con- 
summated when and where property passes, and that where sales were made under 
c.i.f. contracts the seller has performed his part when he has loaded his goods on 
the carrier, secured the insurance, and forwarded to the purchaser the proper ship- 
ping documents. At that time and at the place of shipment title passes to the 
purchaser who thereafter bears the risks. Consequently, the Board held that the 
petitioner had fully performed in Mexico all of its obligations under the contracts, 
and that the income arose there and was not subject to tax in the United States. 
Likewise, according to the Board, in the case of f.o.b. contracts, property in the 
goods passes when the sale is completed upon delivery of the goods by the vendor 
to the carrier in Mexico. Consequently, the income arising from such contracts was 
held to be attributable to Mexico. 

The Circuit Court of Appeals, Fifth Circuit, when affirming the Board’s decision 
declared that, “It is well settled that under either form of contract [f.o.b. or c.i.f.] 
title to the goods passes from the seller to the buyer on delivery of the goods to the 
carrier and delivery to the buyer of the bill of lading and other documents essential 
to show the sale.”® Furthermore, the Circuit Court held that in this connection 
the Supreme Court decision in the Compania General case tended to support the 
decision of the Board and summarized its holding as follows: “In this case the im- 
portant question is when and where were the profits earned. The company is a 
Mexican corporation, necessarily domiciled in that country. The property sold was 
produced in Mexico. The contracts provided for firm sales. No profit resulted 
from the mere execution of the contracts. The oil was delivered to the buyer in 
Mexico. The title passed to the buyer in Mexico. When title passed the profit was 
earned in Mexico. Collection of the price in the United States was incidental and 
did not earn the profit.” 

It may have been due to the foregoing decision to the effect that income arises 
where title passes that the Treasury inserted the saving clause in the regulations, 
which precludes a corporation, otherwise qualified, from losing the exemption from 
surtax if it retains title to goods shipped outside the Western Hemisphere in order 
* Ibid. 


Id. at 323. 
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to insure payment. Nevertheless, it seems obvious that this provision was not in- 
tended to apply unless the shipment was made from a branch establishment of the 
domestic corporation situated outside the United States and in another country of 
the Western Hemisphere. 

Inasmuch as the Bureau of Internal Revenue is reported to have adopted the 
policy of not making any rulings in advance in particular cases and as there are not 
yet any decisions specifically interpreting Section 109, any company seeking to take 
advantage of it should consider the spirit and intent of this section and not rely 
merely on legal technicalities as to where title passes. 


Comparison of Various Types of Unilateral Relief 


The three types of relief for prevention of international double taxation allowed 
by the Internal Revenue Code which have been examined previously may be sum- 
marized as follows: 

1. The general relief which includes foreign income in the taxpayer’s entire net 
income but allows the credit for the foreign tax up to the amount of the American 
tax on the foreign income. 

2. The relief for companies deriving most of their income from possessions of 
the United States which consists in excluding, unless received in the United States, 
the income attributable to the possession from gross income and thereby freeing it 
from United States taxes. 

3. The relief granted to Western Hemisphere trade corporations which consists 
in exempting them from surtax and granting the credit against normal tax for 
foreign taxes. 

Another type of relief for the prevention of international double taxation is the 
relief granted in the case of China Trade Act corporations, which consists in sub- 
jecting the income from China to normal tax and surtax and in granting a credit 
for such income against net income usually comprising the entire income of the 
corporation, provided a special dividend is declared and certified by the Secretary 
of Commerce to the Commissioner of Internal Revenue sufficient in amount to cover 
the United States tax which ordinarily would have been paid. 

Considered from the viewpoint of a domestic corporation with a wholly owned 
domestic subsidiary corporation, the net effect of the four different systems of relief 
can be summarized as follows: 

In the first case, under the system of relief in Section 131, the domestic subsidiary 
gets full credit for foreign taxes paid up to the point of offsetting the entire United 
States tax on the foreign income. The dividends that are distributed to the parent 
corporation are included in the income of the parent corporation only to the extent 
of 15 percent thereof, as a result of the dividends-received credit under Section 
26(b). Consequently, the parent corporation will itself bear on the dividends re- 
ceived from the subsidiary only a tax of 38 percent (the present combined rate of 
normal tax and surtax) multiplied by 15 percent of the dividends, which equals 
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5-7 percent. To compute the total burden this rate would, of course, have to be 
added to the tax paid by the domestic subsidiary which would be the United States 
rate of 38 percent, or the foreign rate, whichever is the higher. 

If the domestic subsidiary is entitled to the benefits of Section 251, it pays the 
possession tax with a rate of, let us say, 22 percent, and pays no tax to the United 
States on its income from that possession. However, when the income is distributed 
to the parent, the parent is not entitled to the dividends-received credit, and, there- 
fore, the income bears the full rate of 38 percent. However, inasmuch as a cor- 
poration operating in a possession is treated as foreign in Section 131(g)(1), LR.C, 
the parent corporation would be entitled under Section 131(f) to the same proportion 
of the tax paid to the possession as the dividends which it receives bears to the 
accumulated profits of the subsidiary corporation. This would cover the part of 
the possession tax corresponding to the dividends. 

If a domestic subsidiary were a China Trade Act corporation, it would pay the 
Chinese tax on its income from China which, for purposes of comparison, let us 
suppose is 22 percent. The subsidiary would pay no tax to the United States if it 
distributed a dividend to cover the 38 percent tax on its Chinese income, but it itself 
would not be allowed any credit for the Chinese tax against the American tax under 
Section 131(g)(2), I.R.C. However, as the China Trade Act corporation is treated 
as a foreign corporation by virtue of said provision, the parent corporation is en- 
titled under Section 131(f) to take as a credit the proportion of the Chinese tax 
which it has been deemed to have paid on all the dividends received from the 
China Trade Act corporation against its tax of 38 percent without, of course, any 
abatement through the dividends-recevied credit, which is specifically denied by Sec- 
tion 26(b), I.R.C. Assuming all the Chinese net income remaining after payment 
of the Chinese tax was distributed as a dividend, the American corporation would 
therefore bear a tax of 38 percent on such income. 

If the domestic subsidiary qualifies as a Western Hemisphere trade corporation, 
it would bear only the normal tax of 24 percent, against which the foreign tax 
would be credited. The parent corporation would pay 5.7 percent on dividends 
received, making a total burden on the income earned abroad and distributed of 
29.7 percent. 

Carrying the summary still further, if we assume that in all four cases the rate 
paid abroad is 22 percent and that in each case the income from the wholly owned 
subsidiary is distributed to the parent, then in the first case under the credit pro- 
visions in Section 131 the subsidiary bears a tax of 38 percent (against which the 
22 percent foreign country or possession tax is credited) and the parent bears an 
additional burden of 5.7 percent. 

In the second case of a parent with a subsidiary operating in a possession and 
entitled to the benefits of Section 251, I.R.C., the subsidiary bears the 22 percent tax 
and the parent bears a tax of 38 percent against which the 22 percent tax is credited. 

In the third case of a parent with a subsidiary qualifying under the China Trade 
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Act, 1922, the subsidiary bears the Chinese tax of 22 percent and the parent bears a 
tax of 38 percent against which the 22 percent tax is credited. 

Under the Western Hemisphere trade corporation provisions in Section 109, 
there is a decided advantage over the other provisions as the tax burden would be 
only the 24 percent borne by the subsidiary plus the 5.7 percent borne by the parent, 
making a total rate of 29.7 percent. 

However, from the viewpoint of developing trade which involves the plowing 
back of earnings, both Section 251, involving income from possessions, and Section 
261, involving a China Trade Act corporation, are more advantageous than the 
credit system in Section 131 because, where Section 251 is involved, the income which 
is kept in the possession is excluded from United States gross income and therefore 
bears only the possession rate, and in the case of a corporation within the purview 
of Section 261, its tax liability can be limited to only the Chinese tax, provided that 
the China Trade Act corporation distributes a special dividend sufficient to cover 
the United States tax of 38 percent which would otherwise be paid. 


BILATERAL RELIEF FROM DouBLe TAXATION 


While the United States Government was proceeding along the lines previously 
described to accord unilateral relief from international double taxation, many of the 
European countries, especially those in central Europe, were solving the same prob- 
lem through bilateral treaties defining the tax jurisdiction of each of the contracting 
states and stipulating relief from double taxation. In most cases, the principle 
adopted was the same as that inherent in the American provisions for unilateral 
relief, namely, recognition of the prior right of the country in which income is pro- 
duced to tax that income. However, in adopting this principle, most of these coun- 
tries recognize not merely the prior right but the exclusive right of the country of 
source to tax most classes of income produced in its territory, and therefore the other 
country in which the recipient of the income resided exempts such income from 
its tax. 

This principle of exempting foreign income was generally followed in connection 
with income attributable to a permanent establishment in one country of an enter- 
prise having its principal seat in the other, income from real estate and mortgages, 
income from personal services, and income in the form of dividends and interest 
which were subject to tax by withholding at source. However, recognition was 
frequently given to the principle of taxing income from securities and bank deposits 
at the residence of the recipient where the country of source did not withhold tax 
from such income. In some cases the two principles were applied and the country 
of residence granted a deduction from its tax for the tax paid at source. 

The principle of exemption at source and taxation at residence was also frequently 
extended to patent and copyright royalties unless the owner of the patent or copy- 
right resident in one country exploited them in the other country through a per- 
manent establishment there. 
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An important exception to the permanent establishment principle for taxing 
business enterprises was recognized in the case of income from maritime shipping 
and air navigation enterprises. This was due to the fact that most of the service of 
such enterprises was rendered on the seas or in the air, and therefore not actually in 
the territory of the respective states, and that, furthermore, such types of transporta- 
tion are ordinarily supported to a large extent by government subsidies in the form 
of mail contracts or otherwise. Hence, the principle adopted was that such enter- 
prises should be exempt from tax except in the country in which the enterprise 
was resident whether through having been organized under the law of such country 
or through having its central management and control therein. 

The movement for solution by treaties had been encouraged by the meetings of 
technical experts under the auspices of the League of Nations which reached an 
important stage at the General Meeting of Governmental Experts on Double Tax- 
ation in Geneva, Switzerland, in October, 1928, at which official representatives of 
twenty-eight countries drafted three model conventions for the avoidance of double 
income taxation, one model convention for the avoidance of double taxation of 
estates, and two other model conventions on mutual assistance in the assessment and 
collection of taxes. 


Reciprocal Exemption of Shipping Profits 

The first experience of the United States in this field was limited to the effecting 
of Executive agreements for the reciprocal exemption of shipping profits as foreseen 
by specific authorization for such agreements first incorporated in the Revenue Act 
of 1921 and now found in Sections 212(b) and 231(d), I.R.C. These provisions 
state in substance that the United States will exempt the income from the operation 
of ships documented under the laws of the foreign country of which their owners 
(whether individuals or corporations) are nationals if such countries in turn exempt 
from their tax the income from the operation of ships documented under the laws 
of the United States and belonging to citizens and corporations of the United States, 


Tax Treaty Between the United States and France 


In the 1920’s France began to subject American corporations with subsidiaries in 
France to a double tax on dividends, that is, first by withholding at source from 
dividends paid by the French subsidiary to the American parent, and then by direct 
assessment against the parent when the income was redistributed in the United 
States. There was no basis in our law for prevailing upon the French Government 
to forego this form of double taxation. Hence, the efforts of a group of officials 
sent to France in May, 1930, to persuade the French Government to give up the 
second tax on a unilateral basis were fruitless. It was necessary to enter into nego- 
tiations for a bilateral treaty with France in which the French administration might 
find some reciprocal concessions under our law. These negotiations’? continued 
through the summer and an agreement was reached on all but a few points. After 


*° The writer was a participant in these negotiations as a special attorney for the Treasury Department. 
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a long interval, the treaty was concluded on the basis of the American proposals, and 
was signed on April 27, 1932.7 It was promptly ratified by the United States, but 
France did not ratify it until after Congress had enacted Section 103, IL.R.C. This 
section, in substance, authorizes the President to double the rate of American tax 
(but subject to a maximum rate of 80 percent) in the case of the citizens and cor- 
porations of a foreign country which subjects American citizens and corporations to 
discriminatory or extraterritorial taxes. This provision envisaged particularly the 
second application of the French tax on dividends distributed by the American parent 
of a French subsidiary, because it was extraterritorial—being levied on income dis- 
tributed in the United States by an American corporation, and discriminatory— 
inasmuch as French law specifically precluded the double taxation of dividends dis- 
tributed by a French company out of income received in the same year in the form 
of dividends from a French subsidiary. 


Influence of Work of League of Nations Committees 

The negotiation of the Franco-American convention was facilitated by the fact 
that representatives of both countries had previously attended meetings of govern- 
mental and other experts on the prevention of double taxation, called by the League 
of Nations. Through their joint efforts to formulate model conventions for the pre- 
vention of double taxation they developed an understanding of principles of tax 
jurisdiction and a common language. The negotiations in Paris were interrupted 
so that some of the participants could attend in Geneva a meeting of the Fiscal 
Committee of the League which had been created in 1939 and was carrying on the 
pioneer work in the prevention of double taxation. 

Informal conversations between officials convening on the shores of Lac Leman 
had already led to the conclusion of a number of treaties between pairs of European 
states, and they conduced not only to the formulation of our first treaty with France 
but also to the conventions subsequently concluded by the United States with 
Sweden, March 23, 1939,”” and the second treaty with France, signed July 25, 1939.7* 
The ratification of this latter treaty could not be effected until after the termination 
of hostilities in Europe, with the result that it did not come into effect until January 
1, 1945. The meetings at Geneva and, later, the regional sessions of the Fiscal Com- 
mittee in Mexico City in 1940 and 1943 led to the conclusion of not only the income 
tax convention with Canada, signed March 4, 1942,'* but also the death tax conven- 
tion with Canada, signed June 8, 1944.2° All these meetings and negotiations laid a 


72 Convention and Protocol between the United States and France, signed April 27, 1932. 49 Srar. 
(pt. 2) 3145, Treaty Series No. 885 (1935). 

*2 Convention and Protocol between the United States and Sweden, signed March 23, 1939. 54 STAT. 
1759, Treaty Series No. 958 (1940). 

*® Convention and Protocol between the United States and the French Republic, signed July 25, 1939, 
effective January 1, 1945. 59 STAT. , Treaty Series No. 988 (1945). 

** Convention and Protocol between the United States and Canada, signed March 4, 1942. 56 Star. 
1399, Treaty Series No. 983 (1942). 

** Convention between the United States and Canada, signed June 8, 1944, effective June 14, 1941. 
59 Star. ——, Treaty Series No. 989 (1945). 
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foundation for the income and death tax conventions with the United Kingdom, of 
Great Britain and Northern Ireland, signed April 16, 1945, which have been ratified 
by the United Kingdom and approved on June 1, 1946, by the United States Senate.'* 
Model conventions which may serve as the basis for the negotiation of future treaties 
on the avoidance of double taxation in the field of income, property, and estate taxes, 
and the prevention of tax evasion, were prepared at the final meeting of the Fiscal 
Committee in London, March, 1946. 

Space is lacking to discuss the detailed provisions of all these treaties, but one 
may signalize the special features of the recent treaty with France and the pending 
treaty with the United Kingdom. The outstanding fact in regard to both of these 
treaties is that they not only provide for the avoidance of international double tax- 
ation in accordance with generally accepted principles, but they also amend certain 
features of the tax laws of one of the contracting states which operate unfairly when 
they come into conflict with the provisions of the laws of the other contracting 


state. 


Second Franco-American Tax Covention™' 

Allusion has already been made to the extraterritorial and discriminatory aspects 
of the French “double dividend tax.” The treaty between the United States and France 
restricts the application of that levy to a purely territorial basis, providing that in the 
case of an American corporation with a subsidiary in France, the French dividend 
tax shall be limited to dividends distributed by a French subsidiary to its American 
parent and also to any profit which has been diverted by the French subsidiary to 
the American parent by transactions on other than an arm’s-length basis. (Conven- 
tion, Art. 16.) An American corporation with a branch in France is freed from the 
requirements of the French Decree of December 6, 1872, by virtue of which the 
corporation would have to pay the tax on the same proportion of dividends dis- 
tributed as its assets in France bear to its entire assets, and the tax is applied on 
three-fourths of the profits actually derived from the branch in France and deter- 
mined for the purposes of the industrial and commercial profits tax. (Convention, 
Art. 15.) 

British-American Income Tax Convention"® 

One of the principal purposes of this treaty with the United Kingdom is to over- 
come the double taxation of interest and royalties which resulted from the Treasury 
extension of the Supreme Court’s reasoning in Biddle v. Commissioner’® The Court 
endeavored to fit the British method of taxing dividends at the source into our basic 
concept that a corporation is an entity distinct from its members. The result was 
that American individuals receiving dividends from a British corporation, who under 


16 Convention between the United States and the United Kingdom of Great Britain and Northern 
Ireland Respecting Income and Estate Taxes, signed April 16, 1945. Senate Executives D and E, 79th 
Cong., 1st Sess. 

7 Supra note 13. 

18 Supra note 16. 

1° Biddle v. Commissioner of Internal Revenue, 302 U. S. 573 (1938). 
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British law bore a tax first paid by the British company and then-passed on to them 
as shareholders by deduction at source, were regarded as not being the taxpayers 
contemplated by the provisions for allowing a credit for foreign taxes in Section 131 
of our Internal Revenue Code. Hence, the British standard rate of tax which was 
paid in the first instance by the British corporation was assimilated to our corpora- 
tion tax and therefore not regarded by our Supreme Court as a tax payable by the 
shareholder who was intended to bear it under British law. The denial of the credit 
for the British tax deducted at the source from dividends led to its disallowance by 
the Bureau of Internal Revenue (later upheld by the courts) in the case of tax 
deducted at the source from interest and royalties under essentially similar language 
in the United Kingdom income tax act. Consequently, the operation of Section 
131, I.R.C., which was intended to prevent international double taxation, was frus- 
trated as a result of our Supreme Court construing the British law in the light of 
American concepts rather than in accordance with British concepts. The only solu- 
tion was to reconcile the conflicting tax concepts by a treaty. 

The convention with the United Kingdom turns back the clock to the time be- 
fore the Biddle decision by permitting the recipient of dividends from an English 
corporation to take as credit against the United States tax the amount of the United 
Kingdom income tax appropriate to the dividends, provided the recipient elects to 
include in his gross income for the purposes of United States tax the amount of 
such United Kingdom income tax. (Convention, Art. XIII.) 


Interest and Royalties . 

Interest on bonds, securities, notes, debentures or any other form of indebtedness 
derived from sources within the United Kingdom by a resident of the United States 
who is subject to United States tax on such interest, and is not engaged in trade or 
business in the United Kingdom, is to be exempt from United Kingdom tax on 
such interest and therefore taxable exclusively in the United States. However, to 
preclude companies from taking an unfair advantage of this provision, it is specif- 
ically provided that the exemption shall not apply to interest paid by a corporation 
resident in the United Kingdom to a United States corporation controlling directly 
or indirectly more than 50 percent of the entire voting power in the paying corpora- 
tion. (Convention, Art. VII.) 

Similarly, patent and copyright royalties derived from sources within the United 
Kingdom by a resident of the United States who is subject to United States tax on 
such royalties and is not engaged in trade or business in the United Kingdom shall 
be exempt from the United Kingdom tax. (Convention, Art. VIII.) Of course, 
both these articles are reciprocal. 


Permanent Establishment Rule 


As regards enterprises of one country operating directly in the other, the principle 
adopted is that they shall not be subject to tax in the second country except in re- 
spect of business income directly allocable to a permanent establishment in the second 
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country. The term “permanent establishment” is very carefully defined so as to 
include any fixed place of business such as a branch or factory, but it is not to include 
an agency unless the agent has, and habitually exercises, a general authority to nego- 
tiate and conclude contracts on behalf of such enterprise or has a stock of merchan- 
dise from which he regularly fills orders on its behalf. 

In contrast to the foregoing, a permanent establishment shall not be deemed to 
exist if an enterprise of one state has in the territory of the other merely business 
dealings through a bona fide commission agent, broker or custodian acting in the 
ordinary course of his business as such. 

The definition reflects an addition to the definition of a permanent establishment 
adopted by the Fiscal Committee of the League of Nations in the light of the inter- 
pretation adopted by the French administration in the 1920’s, namely, the fact that 
a corporation of one contracting party has a subsidiary corporation which is a cor- 
poration of the other contracting party or which is engaged in trade or business in 
the territory of the other contracting party (whether through a permanent establish- 
ment or otherwise) shall not of itself constitute that subsidiary corporation a per- 
manent establishment of its parent corporation. [British-American Convention, Art. 
II (1) (e).] 

Still another exception to the permanent establishment rule is the provision that 
the income from the operation of ships and aircraft documented under the laws of 
one state and belonging to an enterprise of that state shall be taxable only in such 
state. (Convention, Art. V.) 

Another important provision in the treaty with the United Kingdom which is 
helpful in the carrying on of business is found in Article XI. Thus, an individual 
who normally resides in the United States will be exempt from United Kingdom 
tax upon his earnings for personal services performed within the United Kingdom 
in any year of assessment if (a) he is present within the United Kingdom for a 
period or periods not exceeding in the aggregate 183 days during that year, and (b) 
such services are performed for or in behalf of a person resident in the United States. 


CoNCLUSION 


While the conclusion of the tax convention is the ideal way of preventing inter- 
national double taxation, hitherto the progress made each year has been relatively 
slow. Ratification of the British-American tax treaty will clear the way for a series 
of negotiations, including a death tax convention and an addendum to the income 
tax convention with France, and conventions of both types with Belgium, the Neth- 
erlands, South Africa and various other countries. However, while these conven- 
tions generally provide for the reciprocal exemption of certain classes of income, and 
consolidate the credit for taxes payable in the other state on income from other 
defined sources therein, and in some instances, provide for a reduction in rates of 
tax withheld from dividends and interest, and remove a number of tax barriers to 
the flow of investments and trade, they do not take the place of the provisions for 
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unilateral relief such as that provided for corporations operating principally in pos- 
sessions of the United States, for China Trade Act corporations, and Western Hemi- 
sphere trade corporations. There is a definite need for relief along these lines for 
corporations operating in other areas. 


While citizens who go abroad in the interest of American business are entitled 
to an exemption in respect of their income earned abroad, it is subject to the rigid 
condition that they must be “bona fide residents of a foreign country or countries 
during the entire taxable year,” according to the provisions of I.R.C. Section 116(a). 


Literally construed, this means that the bona fide residence abroad must begin 
as of January 1 and run until December 31 of a given year, but there are indications 
that if a man goes abroad to spend only one year, or even three years, with the 
intention of then returning to the United States, the Bureau is inclined to hold he 
does not become a bona fide resident in a foreign country or countries. Thus an 
individual who goes abroad under a three-year contract for a United States corpora- 
tion and who plans to return to the United States at the expiration of the contract 
may be considered to reside in the United States during his entire stay abroad. This 
is especially true if the individual goes from country to country so as not to incur 
tax liability in any one country, and is even more true if he maintains in the United 
States a home to which he expects to return. 

While the Bureau should not permit abuses of Section 116(a), I.R.C., such as 
those which occurred prior to the 1942 amendment,” nevertheless the revival of 
foreign trade would be facilitated if the provision could be amended so as to per- 
mit its operation to begin when an individual leaves the United States to become 
resident abroad and to continue until his return at any time during a subsequent 
taxable year, provided his residence abroad has been for a minimum of one year, 
starting from the date of his departure from the United States. Furthermore, with 
the present restrictions on travel and lack of living facilities in many areas, men 
sent abroad on business have to leave their families in the United States, and they 
should not be deprived of the benefit of Section 116(a), I.R.C., for that reason. 

If amendments such as these could be adopted by Congress, and if more tax con- 
ventions can be rapidly concluded, there is no doubt that all such measures will help 
to encourage the development of our foreign trade. 


2° Before the 1942 amendment the exemption was extended to “a bona fide non-resident of the United 
States for more than six months during the taxable year.” 26 U. S. C. (1940 ed.) §116(a). 











SOME AMERICAN DISCRIMINATIONS AGAINST 
FOREIGN ENTERPRISES 


Marcet SINGER* 


A. IntRoDUCTION 


In an article published in the financial section of the New York Times in Jan- 
uary of this year’ attention was called to the desire of business interested in foreign 
trade for modernization of over 30 treaties or trade agreements existing between 
the United States and foreign nations. One of the problems declared to be of great 
concern is the prevention of discrimination against American trade. And there will 
be no dearth of evidence for presenting a strong case for protection against a multi- 
tude of barriers, other than tariffs, restricting American business abroad. The fight 
against discrimination, however, is a two-way affair. In the United States, as else- 
where, there exists a body of law discriminating against aliens, some directed 
against professional activities,” some against the right to work,® some against cer- 
tain types of business,* some against the ownership of land® and there are others. 
All these discriminations .have seemingly little connection with foreign trade, if 
such trade is conceived as an interchange of goods or services between nations. But 
they may easily gain significance when their aggregate effect is considered. Meas- 
uring and evaluating such effects in terms of money and relating it to foreign trade 
in the accepted common meaning of the term is rather the task of an economic 
analyst than the job of a lawyer and not within the scope of the present paper which 
intends to discuss some discriminatory provisions of American law, particularly of 
the law of federal income taxation more clearly connected with international busi- 
ness. No exhaustive survey will be attempted. 

Discrimination implies comparison and for our topic comparison of the treat- 
ment of citizens or corporations of a foreign nation with the treatment accorded to 
citizens or domestic corporations. The term “citizen” is ambiguous in any country 
in which under a federal system an individual has a dual citizenship; and so is the 
term “domestic” corporation. For the present the distinction between national and 
state citizenship will be disregarded; furthermore the term “domestic” corporation 

*J.D., 1927, University of Vienna; LL.B., 1945, Columbia University. Editor Columbia Law Review, 
1944-45. Contributor to European and American legal periodicals. 

*N. Y. Times, January 6, 1946, section 3/5, p. 1, col. 1. 

? See Cutler, The Treatment of Foreigners (1933) 27 Am. J. Int. L. 225, 228. 

5 See Fellman, The Alien’s Right to Work (1938) 22 Minn. L. Rev. 137; Note, Constitutionality of 
Legislative Discrimination Against the Alien in His Right to Work (1934) 83 U. or Pa. L. Rev. 74. 

“3 Hackwortn, Dicest oF INTERNATIONAL Law (1942) 614 ef seq. 


® Id. at 671; Miller, Alien Land Laws (1939) 8 Gro. Wasu. L. Rev. 1; Powell, Alien Land Cases 
in the United States Supreme Court (1924) 12 Catir. L. Rev. 259. 
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will be used to include corporations (and any other entity treated like a corpora- 
tion®) organized under the laws of the United States, any state or territory. 


The problem of discrimination arises any time that foreign business is not ac- 
corded in the United States equality with its American competitor. It is com- 
plicated by the different scope of the protection accorded under the Federal system 
to individuals and corporations against discriminatory state action. Particularly 
when the question of discrimination arises under state law the inquiry might be 
dificult whether the corporation incorporated under the law of a foreign country 
can claim discrimination when receiving equal treatment with a corporation incor- 
porated in another state, but not with a domestic corporation incorporated in the 
same state. Such inquiry requires examination of the increasing recession of the 
Fourteenth Amendment’ as a protection against economic legislation, the expand- 
ing doctrine of reasonable classification® and the casuistry under the commerce clause 
of the Constitution.® 


B. Feperat Law 


Taxation. The heaviest burden on international trade in the field of taxation re- 
sults from double taxation’® and extraterritorial taxation.’ Each of these concepts 
differs in principle from discrimination. They arise from a conflict of jurisdiction to 
tax or from the exercise of such jurisdiction whereas discriminatory taxation pre- 
supposes jurisdiction to tax. Occasionally the same set of facts may raise a problem 
of double taxation and discrimination.” 


The treaties intended to minimize double taxation of income are few.’* Treaties 
pretending to grant equal treatment to foreign nationals, specifically including mat- 
ters of taxation,’* were already numerous before the more liberal trade policy in- 
augurated by the Trade Agreements Act of 1934.’° 

The latest Income Tax Convention negotiated by the United States, the Tax 
Convention with Great Britain of April 16, 1945, has in its Art. XXI the most com- 
prehensive and technically best formulated provision against discriminatory tax- 


°Cf£. Int. Rev. Cope §3797(a)(3) (4). 

* See infra note 85. 

* See Madden v. Kentucky, 309 U. S. 83, 88 (1940). 

*See in general Dowling, Interstate Commerce and State Power (1940) 27 Va. L. Rev. 1. 

2° See Carroll, Development of International Tax Law in the Americas (1941) 8 Law & ConTEMP. 
Pros. 793, 795, notes 4 and 5; Henry H. Kimball, 6 T. C. No. 68 (1946); Ke Chin Wang, International 
Double Taxation of Income (1945) 59 Harv. L. Rev. 73. 

See Wurzel, Foreign Investment and Extraterritorial Taxation (1938) 38 Cor. L. Rev. 809. 

12See the provisions of the Internal Revenue Code granting credit for foreign taxes. Wurzel, Tax 
Agreements and Trade Privileges (1940) 18 Taxes 484, 487. 

*8 See Carroll, Tax Inducements to Foreign Trade, this symposium, supra p. 760. 

“Fourteen such treaties guaranteeing equality of treatment in matters of taxation with American 
nationals are listed by HERNDON, RELIEF FROM INTERNATIONAL INCOME TAXATION (1932) 18; five more 
treaties do not use the word “taxes” though “succession duties” and similar phrases are used. Ibid. 
However, as the author remarks, all those treaties, but one, were concluded at a time when there was 
no Federal income tax. 

5 48 Srat. 943 (1934), 19 U. S. C. §1351 (Supp. 1945); for the reciprocal agreements in force on 
July 31, 1945, see 19 U. S. C. A. §1351 note (Supp. 1945). 
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ation.'® In the report submitting the Convention to the Senate, the Secretary of 
State referred to that article in the following terms:’* 


“Article XXI gives expression to principles, long recognized in practice in the United 
States and found in many commercial or general-relations treaties of the United States, 
relating to equality of taxation in the United States as between United States citizens 
residing in the United States and aliens resident in the United States. Article XXI 
effects no change in existing United States revenue laws.” 


Accepting for the time being this statement at its face value as a broad state- 
ment of policy, it seems satisfactory, provided that the term “equality” means what 
it says without any mental reservations restricting it to “equality as appropriate” or 
a similar rubber clause which covers any transgression. The optimism displayed 
by the Secretary is shared by other semi-official publications of the Department of 
State’® but the Treasury apparently does not have the same candid understanding 
of treaty provisions.’® Since Article XXI in using the term “nationals” includes 
therein corporations and other “legal persons” it is only fair to assume that the 
Secretary did not mean to restrict his views on Article XXI to individuals and that 
he intended to state that resident aliens (individuals or corporations, British or 
not)” are treated alike even in absence of any specific provisions in treaties. How- 
ever, the Internal Revenue Code, although applying the principle in general” to 
resident alien individuals within the meaning of the Code, falls short of it once 
foreign corporations or non-resident aliens are involved. 

Definitions. Under the terminology of the Code “a domestic corporation is one 
organized or created in the United States . . . or under the Laws of the United 
States or of any State or Territory and a foreign corporation is one which is not 
domestic.” It is usually said that consequently the place of incorporation deter- 
mines whether a corporation is domestic or foreign.2”_ Such view is in accord with 


16 (1946) C. C. H. Fep. Tax Rep. §6052. Art. XXI provides: 

“1. The nationals of one of the Contracting Parties shall not while resident in the territory of the 
other Contracting Party, be subjected therein to other or more burdensome taxes than are the nationals 
of such other Contracting Party resident in its Territory. 

“2. The term ‘nationals’ as used in this Article means 

a. In relation to the United Kingdom, all British subjects and British protected persons, from 
the United Kingdom or any territory to which the present Convention is applicable by reason of 
extension made by the United Kingdom under Article XXII; and 

b. In relation to thé United States, United States citizens, and all persons under the pro- 
tection of the United States, from the United States or any territory to which the present Con- 
vention is made applicable by reason of extension . . . ; 

and includes all legal persons, partnerships and associations deriving their status as such from, or created 
or organized under, the laws in force in any territory of the Contracting Parties to which the present 
Convention applies. 

“3. In this Article the word ‘taxes’ means taxes of every kind or description, whether national, Fed- 
eral, state, provincial or municipal.” 

17 1946 C. C. H. Feo. Tax Rep. 96052. 

8 See 3 HackwortuH, Dicest oF INTERNANTIONAL Law (1942) 577. 

19 See 8 MERTENS, Law oF FEDERAL INCOME TAXATION (1942) 245, note 19. 

2° The term resident used in treaties is difficult to define, its meaning uncertain. See infra p. 789. 

21 Treas. REG. 111, §29.211-1. 

22 § MERTENS, op. cit. supra note 19, at 276. 
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the American position generally taken with respect to the nationality of corpora- 
tions.* But if it is considered that under the lenient laws of some countries a 
corporation may be organized abroad provided the necessary papers are filed with 
some official of the incorporating state,** it might very well be that the Code de- 
parts from the formal test and enlarges the concept of domestic corporation. Even 
if such view be correct, the domestication of foreign corporation has no importance, 
since no case or ruling has been found in the Reports raising the problem. How- 
ever, it is submitted that the provisions of the Code are in conflict with the purely 
legal test using the state of incorporation as criterion, like the Draft Convention 
with Great Britain.” 

Non-resident Aliens and Foreign Corporations. In general—there are excep- 
tions**—a resident alien individual is treated like a citizen. The taxation of non- 
resident alien and of foreign corporations follows a more involved pattern: they are 
taxed on income from domestic sources only; if they are engaged in trade or busi- 
ness, on all such income,’ otherwise only on periodical items of income like sal- 
aries, dividends.”* When the Revenue Act of 1936 reshaped the scheme of taxation 
of aliens and foreign corporations, apprehension existed that the flat rate favored 
non-residents, since citizens were subject to progressive surtax rate. The dissim- 
ilarity of this situation and of the position of citizens abroad (generally fully taxed) 
makes of questionable value any comparison between the taxation of resident and 
of non-resident aliens and foreign corporations not engaged in trade or business in 
the United States. 

Sections 211(a) and 231(a) of the Internal Revenue Code raise another prob- 
lem: the rate of 30 percent can be reduced by treaty to not less than 5 percent in 
favor of residents of Western Hemisphere countries. Under the Treaty with Canada 
the rate is reduced to 15 percent, or complete exemption granted;?® under the 
French and Swedish treaties many items of periodical income are likewise exempt 
or subject to a lower federal tax.*° Since a treaty overrides earlier statutes, the 
restriction provided for in Sections 211(a) and 231(a) is meaningless unless its 
function is to serve notice that a reduction in rate cannot be obtained by operation 
of general clauses, like the most favored nation clause, but by specific provision 
only. 

Resident foreign corporation (that is those engaged in trade or business in the 


*8 Hanna, Nationality and War Claims (1945) 45 Cox. L. Rev. 301, 325. 

**E.g., Panama, Lichtenstein. See Hearings before the Joint Committee on Tax Evasion and Avoid- 
ance, 75th Cong., 1st Sess. (1937) 258. 

°5 Supra note 16. 

2°-The most important is the denial of the credit for foreign taxes if there is no reciprocity; see 
Wurzel, supra note 12. 

*7Inr, Rev. Cope §§211(b), 212(a), 231(b), (c). See in general 8 MERTENS, op. cif. supra note 
19, ch. 45. 

8 Int. Rev. Cope §§211(a)(c), 231(a). 

2° Tx Convention with Canada, 57 Star. 1399 (1942) Art. XI; see Carroll, The New Tax Conven- 
tion Between the United States and Canada (1942) 20 Taxes 459, 461. 

3° See Castimore, Income Tax Treaties, PRocEEDINGS OF NEw York UNivERsITY, 4TH ANNUAL INSTITUTE 
on FepERAL TAXATION (1946) 537. 
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United States) are in principle taxed like domestic corporations. The computation 
of their taxable net income, starts with their gross income from domestic sources, 
the permissible deductions correspond to those allowed domestic corporations. The 
foreign income is disregarded except as used for apportioning general expenses. 
The provisions are basically fair; however, some flaws exist. Domestic corporations 
having a normal tax net income of less than $50,000, are taxed at a lower rate than 
the normal rate of 24 percent. Foreign corporations are denied the reduction.*! 
The discrimination is patent, but insignificant in amount. Foreign insurance com- 
panies, however, are taxed at the same rates as domestic insurance companies.® 

Dividends-paid Credit. A very heavy tax,** according to one view without pos- 
sibility of escape, may result from the interplay of several very technical provisions 
of the Internal Revenue Code. By three devices the Code attempts to force dis- 
tribution of the income of corporations to the stockholders, thus subjecting them 
to progressive surtax rates. One device, through the concept of foreign personal 
holding company, is aimed at citizens and resident aliens and, its misleading name 
notwithstanding, affects neither a foreign corporation nor non-residents. The two 
other devices are the surtax on corporations improperly accumulating surplus and 
the surtax on personal holding companies, each applicable to foreign corporations 
with a narrow exception.** 

Each tax can be avoided by distributing in dividends an amount sufficient for 
constituting the basic surtax credit. That credit is the most important element in 
eliminating the income potentially subject to the surtax. To enter into the com- 
putation of the basic surtax credit, the distribution must be taxable. According to 
one view the dividend must be actually taxed to each stockholder, and it is not 
sufficient if it conforms to the definition of a dividend given by the Code and is as 
such potentially taxable.*° The test for taxing dividends distributed by a foreign 
corporation is based on the average earnings over a three-year period,®® the quali- 
fication for the surtax is based on the income in the taxable year. The income 
upon which the surtax is based is the domestic income, and doing business in the 
United States is not a condition for the application of either tax.3* Aside from the 
details and the variations that may result from the different nature of the surtax 
on improper accumulation and of the surtax on personal holding companies, a for- 
eign corporation making the same distributions as a similar domestic corporation 
may discover that average earnings in the preceding three years were not derived 
from United States sources to the extent of at least 50 percent, and are not taxed 
to non-resident stockholders though taxed to residents. If it be true that in such 

*2 Int. Rev. Cope §14(c)(1). 


82 Int. Rev. Cope §§201(a)(2), 204(a) (2). 

® Rudick, Personal Holding Companies Owned by Non-resident Aliens (1946) 1 Tax L. Rev. 218. 

*4 Treas. REG. 111, §§29.102-I, 29.500-1. 

®© Rudick, supra note 33. 

*° Int. Rev. Cope §119(a)(2)(B). 

87 Porto Rico Coal Co. v. Comm’r, 126 F. (2d) 212 (C. C. A. 2d, 1942); G. C. M. 18.077, 1937— 


7 C. B. 123. 
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case no basic surtax credit can be obtained by the corporation*® a surtax ranging 
from 27!4 percentum to 85 percentum will be imposed upon the foreign corpora- 
tion but not on the domestic.*® Since the cases in which a foreign corporation may 
suddenly discover that it qualifies as personal holding company are more frequent 
than it would seem at first thought,*° the provision carries a real danger, particularly 
in connection with the sanctions for failure to file returns hereinafter discussed. 

Capital Losses. In general capital losses are deductible only to the extent of 
capital gains. Stock and stock rights are considered capital assets subject to the 
general rule. A loss realized by a domestic corporation, but not by a foreign cor- 
poration, on stock of an affiliated corporation is not considered as a loss on capital 
assets, but as an ordinary loss and can, consequently, be deducted in full from or- 
dinary income, not only from capital gains.** Furthermore it becomes a part of 
the net operating loss deduction and can be taken as deduction in the year when 
incurred, and, when not then exhausted in the two preceding and following years 
without limitation to capital gains.** A similar rule applies to securities becoming 
worthless.** That the foreign interests can incorporate in the United States so as 
to avoid the discrimination, is an answer that may or may not be practicable accord- 
ing to the circumstances, but at this point irrelevant, since we are not concerned 
with the avoidance of discriminatory provisions. 

Credit for Foreign Taxes. The credit for foreign taxes allowed by the Internal 
Revenue Code benefits citizens, domestic corporations, and, under condition of 
reciprocity, resident aliens.“* Here the problems of double taxation and discrim- 
inatory taxation intersect.*° Since the double taxation element prevails two observa- 
tions only will be made here. The question whether general clauses in treaties 
providing for equal treatment in taxation, eliminate the requirements of reciprocity, 
is an open one.*® A certain mitigation for aliens not covered by the reciprocity 
and for foreign corporations, altogether excluded, is effected by the permissibility 
of taking taxes paid to a foreign country as a deduction.** 


Withholding of Tax. The provisions of the Code providing for withholding of 
the tax at the source when periodical items of income (interests, dividends, etc.) are 


58 Rudick, supra note 33. 

8° Int. Rev. Cope §§102(a), 500. The writer does not share the view presented in the text. See 
comment by the present writer in (1946) 1 Tax L. Rev. 440. But such view has been so forcefully 
urged as to warrant consideration. 

“© Silverson, Corporations in Foreign Trade and Income Taxes, ProcEEDINGS OF NEw York UNIVER- 
sITy, 4TH ANNUAL INSTITUTE ON FEDERAL TAXATION (1946) 647, 670. 

“Int. Rev. Cope §23(g)(4); Treas. Rec. 111, §29.23(g)-2; 3 MERTENS, op. cit. supra note 19 
(Suppl. 1945) §22.15. 

“2 Int, Rev. Cope §122. 

“8 Id. §23(k). 

“Td. §131(a); see 5 MERTENS, op. cit. supra note 19, at 545; Carroll, Developments in International 
Tax Law (1938) 16 Taxes 75, 76; Carroll, Tax Inducements to Foreign Trade, this symposium, supra 
p. 760. 

*© Wurzel, supra note 12, at 487. 

*° Id. at 488. 

“TInt. Rev. Cope §23(c)(1)(C). Reciprocity is not a condition. 5 MERTENS, op. cif. supra note 19, 
at 547 note 23. 
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payable to non-resident aliens and corporations cannot be considered as discrim- 
inatory, since they do not “in any wise increase the burden of the tax upon non- 
residents.”*® That may be taken as the expression of a principle that differences 
in the method of collection do not constitute a discrimination. 

Failure to File Returns. The preparation of income tax returns has been a 
fertile source of inspiration for cartoonists. They have, of course, passed up the 
finer points: whether a piece of paper having all the appearances of a return be- 
cause the official form has been used, is a “return” depends on legal niceties which 
at times may prove very costly.” When non-resident aliens and resident foreign 
corporations are under duty to file returns, the failure to do so brings them within 
the purview of Sections 215(a) and 233 of the Internal Revenue Code. These sec- 
tions provide that a non-resident alien or a foreign corporation 


“shall receive the benefit of the deductions and credits allowed to it in this chapter only 
by filing or causing to be filed . . . a true and accurate return of [the] total income re- 
ceived from all sources in the United States.” 


On its face the quoted provision is innocuous and aimed at tax evaders who 
do not deserve leniency. But it may catch also the well-intentioned and the unwary. 
It will be remembered that resident foreign corporations are those engaged in trade 
or business in this country. “Engaged in trade or business” is an elusive concept. 
The cases dealing with it are literally legion.°° Though the Code attempts to 
narrow the area of doubt, it is still considerable.** The Treasury has been active 
in trying to extend the scope of the statute by claiming that the sanction applies also 
if a return, otherwise complete, has been filed at a later date than provided by law. 
At times it has failed to persuade the courts to accept such view.” In other cases 
which can be distinguished on various, very technical grounds from the preceding 
group, the Treasury has found the courts more cooperative.” 


The disallowance of deductions and credits applies to the normal tax, the sur- 
tax, the surtax on corporations improperly accumulating surplus and to the surtax 
on personal holding companies. Domestic corporations, citizens or resident aliens 


“® Travis v. Yale & Towne Mfg. Co., 252 U. S. 60, 76 (1920) decided under N. Y. Tax Law §366 
(McKinney 1943); 3 HackwortH, op. cit. supra note 4, at 578. 

“°E.g., see Lucas v. Pilliod Lumber Co., 281 U. S. 245 (1930) [lack of verification]; Burford Oil 
Co., 4 T. C. 613 (1945). 

5° See 8 MERTENS, op. cit. supra note 19, at 271; Stikeman, Carrying on Business in Canada (1942) 
22 Can. Bar. REv. 77. 

51 E.g., see Helvering v. Scottish American Investment Co., 323 U. S. 119 (1944); Linen Thread Co. 
v. Comm’r, 128 F. (2d) 166 (C. C. A. 2d, 1942), cert. denied, 317 U. S. 673 (1942); Berliner Handels 
Gesellschaft v. United States, 30 F. Supp. 490 (Ct. Cl. 1939), cert. denied, 309 U. S. 670 (1940); 
Cantrell & Cochrane, Ltd., 19 B. T. A. 16 (1930); more cases are collected in 8 MERTENS, op. cit. supra 
note 19, at §45.20. 

58 Ardbern Co. v. Comm’r, 120 F. (2d) 424 (C. C. A. 4th, 1941); American Direct Tea Trading 
Co., Ltd., 38 B. T. A. 711 (1938). 

5° E.g., Georday Enterprises v. Comm’r, 126 F, (2d) 384 (C. C. A. 4th, 1942); Taylor Securities, Inc., 
40 B. T. A. 697 (1939); see 8 MERTENS, op. cit. supra note 19, at 349 et seq. 
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similarly delinquent are not subject to such disallowance.®* The sanctions for late 
filing imposed upon them may be a penalty which cannot exceed 25 percent of the 
tax, in some cases the forfeiture of the right to make an advantageous election,” 
interest,’ all sanctions also applicable to a foreign corporation or non-resident alien 
equally remiss in their duties. The leniency accorded domestic taxpayer is partic- 
ularly apparent in the case of corporations. If foreign they are denied the benefit 
of the 85 percent credit on the income received in form of dividends,”® which 
domestic corporation may nevertheless claim. 

Income tax statutes of several states subject non-resident (here non-resident 
citizens are included) to penalty similar to the one above discussed: the failure to 
file a return results in the disallowance of deductions. 

Regulated Investment Companies. Somewhat on the fringe of our topic are 
the provisions of the Code dealing with Regulated Investment Companies.’ The 
so-called double taxation of corporate income, first to the corporation, then to the 
shareholders when distributed in the form of dividends, is avoided by making the 
companies a mere conduit: their income is taxed to the corporation if not distrib- 
uted, to the shareholders if distributed. This advantage is available to domestic 
corporations registered under the Investment Company Act of 1940, or to certain 
common trust funds. Foreign corporations are excluded though they may be reg- 
istered under the Act.” 

Miscellaneous. Other instances, commonly known, of discriminatory legislation 
by Congress are the prohibition of alien individuals or foreign corporations to 
operate radio stations, against the awarding of government contract for aircraft, 
and against the sale of helium gas.®* The foreign fund control legislation temporary 
in its nature and mainly a war-time measure may have its problems, but they do 
not belong to the class of exchange-control practiced by other countries which were 
a deliberate attempt to erect permanent trade barriers. 

Discrimination in the treatment of creditors are discussed elsewhere in this 
issue.“* The discrimination that may result from unequal treatment of aliens in 
imposing estate taxes have great importance for individuals desiring to do business 

5* Domestic corporations and citizens taxed like non-resident aliens are subject to a similar disallow- 
ance for failure to file a return. Inr. Rev. Cope §251(g); 8 MERTENS, op. cit. supra note 19, at 368, 
379. But such corporations and citizens are not competing on the domestic market, and, therefore, not a 
proper gauge for our purposes. 

55 Int. Rev. Cope §291. 

5° Burford Oil Co., 4 T. C. 613 (1945) and cases there cited; Second Carey Trust, 2 T. C. 629 
(1943); Lee H. Marshall Heir’s, 45 B. T. A. 632 (1941); Joe Goldberg, 14 B. T. A. 465 (1928). 

"7 Int. Rev. Cope §§292, 294. 

°8 14. §26(b). 

*°Tf a return has been prepared in behalf of a domestic taxpayer by the commissioner, deductions 
and credits may be claimed by claim for refund. See 8 MERTENS, op. cit. supra note 19, at 607. 

®E.g., Ata. Cong, tit. 51 §§398, 406 (Michie 1941); ARK. Stat. §14038 (Pope’s Digest 1937); 
N. Y. Tax Law §367 (McKinney 1943). 

“Int. Rev. Cope §§361, 362. 

2.54 Srat. 803 (1940), 15 U. S. C. §80a-7(d) (1940). 


*° See 3 HackworTH, op. cit. supra note 4, at 624; 1 Hyper, INTERNATIONAL Law (2d ed. 1945) 654. 
°* Nadelmann, Legal Treatment of Foreign and Domestic Creditors, this symposium, supra p. 696. 
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here, but the problems are rather questions of double taxation, or of discrimination 
against the individual, not against trade as such.* 


C. Stare Law 


The numerous limitations put by State law on the alien’s right to work or to 
engage in certain trades or businesses have been examined elsewhere.® They affect 
international trade, in its usual connotation, indirectly, if at all. So do the limita- 
tions on the right to take by descent or discriminatory succession duties. The 
typical treaty establishes equality and the courts have enforced such provisions 
vigorously.®* 

The protection afforded to interstate commerce by the Commerce clause equally 
applies to foreign commerce. Consequently all the learning where the line between 
interstate and intrastate commerce shall be drawn becomes applicable to alien indi- 
viduals and to corporations incorporated under the laws of another country. If a 
corporation does intrastate business, it becomes subject to the State Laws setting 
requirements for its admission.®* 

Many states exact an entrance fee from foreign corporations (incorporated in 
another state or in a foreign country) which has no counterpart in the levies upon 
domestic corporations. Usually such fee is not high and, therefore, of no particular 
importance. So are provisions requiring that some incorporators in forming a cor- 
poration be citizens, since the practice of dummy incorporators is so well established 
that it is difficult to understand why such statutes are still on the books. 

Of a more serious nature are the land laws preventing aliens, alien corporations 
(hereafter the term will be used to indicate a corporation incorporated in another 
country) or domestic corporations owned or controlled by aliens to acquire land. 
Such restrictions are not imposed in sixteen states;® in thirty-one states, and in 
the District of Columbia, Hawaii and Alaska, exclusions exist in varying degree.” 
Some statutes exclude individuals only and are silent as to corporations," others 
include individuals and alien corporations,” others aliens ineligible to citizenship, 

*® See Burnet v. Brooks, 288 U. S. 378 (1933); City Bank Farmers’ Trust Co. v. Bowers, 68 F. (2d) 
909 (C. C. A. 2d, 1934); Watson v. Hoey, 59 F. Supp. 197 (S. D. N. Y. 1943). 


°° See supra notes 2 and 3. 

®7 Nielsen v. Johnson, 279 U. S. 47 (1929); Vallance, Exemptions of Aliens from Taxation (1929) 
23 Am. J. Int. L. 394. 

®8 ; Hype, INTERNATIONAL Law (2d ed. 1945) 662; Feilchenfeld, Foreign Corporations in Interna 
tional Law (1926) 8 J. Comp. Lec. & INT. L. 81, 101, 261. 

°° Alabama, Colorado, Delaware, Georgia, Maryland, Massachusetts, Michigan, New Jersey, New 
York, North Carolina, North Dakota, Ohio, Rhode Island, Tennessee, Virginia, West Virginia’ The law 
of Maine is not settled. 

7° Arizona, Arkansas (Japanese only), California, Connecticut (non-resident aliens), Florida (ineligible 
aliens), Idaho (ineligible aliens), Illinois (6 year limitation), Indiana, Iowa, Kansas (no statutory pro- 
vision, but common law probably applicable), Kentucky, Louisiana (ineligible aliens only), Minnesota, 
Mississippi, Missouri, Montana, Nebraska, Nevada (Chinese only), New Hampshire, New Mexico, Okla- 
homa, Oregon, Pennsylvania, South Carolina, South Dakota (non-residents only), Texas, Utah, Vermont, 
Washington, Wisconsin, Wyoming (ineligible aliens only). 

™ Car. Gen. Laws (Deering -1944) Act 261, §§1-3; Inu. Rev. Srat. (1945) c. 16, §2; Ky. Rev. 
Srat. (2d ed. 1944) §§381.290, 381.320. 

78 Ariz. Cope (1939) §§53.804, 71.201, 71.202; Iowa Cope (1939) §§10214, 10216. 
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alien corporations, and all other corporations if the majority of the stock is owned 
by ineligible aliens.” 

The doubt created by the decision of the Supreme Court in the South-Eastern 
Underwriters case’* how far the states may tax and regulate the insurance business, 
may affect foreign insurance desiring to engage in business in the United States. 
If the insurance business, or at least some of its aspects, is interstate commerce, it 
is a fortiori foreign commerce. Upon the authority of Paul v. Virginia™ restric- 
tions upon alien insurance companies have been held unaffected by treaties pro- 
viding that nationals of either country are free to engage in commerce. Insurance 
has been said not to be “commerce” and therefore not within the protection accorded 
to commerce by the Jay treaty with Great Britain.”* If the rule of Paul v. Virginia 
has been qualified by the Underwriters case," the authority of such cases is equally 
weakened. Is it re-established by the Ferguson-McCarran Act consenting to regu- 
lation and taxation by the states?*® 


D. Jupictat Protection Acatnst DiscrIMINATION 


The lines of defense against discriminatory provisions are multiple: diplomatic, 
legislative, administrative and judicial. The diplomatic protection against discrim- 
ination, if not expressed in international agreements, is of no concern here. The 
legislature, except in the rare case of removing disabilities inherited from the Com- 
mon Law, creates discriminations. The task of protecting against discrimination 
thus rests with administrative bodies and, in particular, with the courts, which have 
been considered in Anglo-American legal thinking and popular feeling as the tradi- 
tional protector of the individual. Though the following discussion will be centered 
upon the judicial approach, it is believed that the principles apply to any law- 
enforcing agency. 

The validity of the discriminatory provisions of the Internal Revenue Code will 
be considered first, since they have been treated previously at some length and since 
the conclusions reached there, it is submitted, are of general application. 

Relief against discrimination can be expected from two sources of law: from the 
Constitution and from the treaties entered into with foreign countries. The term 
“treaty” is not contrasted with “executive agreement,” but includes any interna- 
tional agreement without regard to its technical designation from a constitutional 

8 Minn. Stat. (1941) §500.22 as amended by ch. 280, laws of 1945; Mont. Civit Cope §§6802.1, 
6802.2; New Mexico Const. Art. II §22; Ore. Comp. Laws Ann. (1940) §§61-101, 61-103. 
™4 United States v. South-Eastern Underwriters Ass’n, 322 U. S. 533 (1944). 
© 8 Wall. 168 (U. S. 1868). 
7° Compare Liverpool Ins. Co. v. Massachusetts, 10 Wall. 566 (U.S. 1870) with Pearl Assurance Co. 
Harrington, 38 F. Supp. 411 (D. C. Mass. 1941). 

** Bobe v. Lloyds, 10 F. (2d) 730, 734 (C. C. A. 2d, 1926), cert. denied, 270 U. S. 663 (1926), 
but see dissent at 735. 

Tye, Premium Tax Cases (1946) 1 Tax L. Rev. 259; Note, Congressional Consent to Discrim- 
inatory State Legislation (1945) 45 Cot. L. Rev. 937. Since these lines were written, the constitution- 
ality of the Ferguson-McCarran Act has been upheld by the Supreme Court. Prudential Insurance Co. 


v. Benjamin, U.S. . 66 S. Ct. 1142 (June 3, 1946); see also Robertson v. California, 
U.S: , 66 S. Ct. 1160 (June 3, 1946). 
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viewpoint—always assuming its validity. Though the courts will not decide a con- 
stitutional question if the decision can be based on a non-constitutional ground, it 
seems convenient to reverse the order followed by the judiciary. 

The Sixteenth Amendment having removed the barrier established by the Con- 
stitution upon the taxing power of the Federal Government that direct taxes must 
be apportioned, the protection of the individual against oppressive taxation can be 
sought in the Fifth Amendment only. The Fifth Amendment, in theory,” and at 
times in practice limits the taxing power of the Federal Government.®° However, 
the protection is very slight. Said Mr. Justice Stone, in the Donnan case*' quoting 
from La Belle Iron Works v. United States: 


“The Fifth Amendment has no equal protection clause; and the only rule of uniformity 
with respect to duties, imports, and excises laid by Congress is the territorial uniformity. 
. .. The difficulty of adjusting any system of taxation so as to render it precisely equal 
in its bearing is proverbial, and such nicety is not even required of the states under the 
equal protection clause, much less of Congress under the more general requirement of due 
process of law in taxation.” 


He then pointed out that no tax has been held invalid under the Fifth Amend- 
ment because based upon improper classification. The court has not receded from 
this stand. Thus, tax inequality as compared with citizens, which could strike down 
a discrimination under the equal protection clause of the Fourteenth Amendment 
provided that the complainant is present within the jurisdiction, is unavailable 
against the Federal Government. 

When the discriminatory taxation “is equivalent to confiscation 
trary and injurious . . . as to violate the due process clause of the Fifth Amendment 
then the Fifth Amendment may afford protection. However, the quotations are 
dicta, they indicate the potentiality of protection against unreasonable classification, 
not its actuality. The applicability of the Fifth Amendment in its thus restricted 
scope, to aliens and foreign corporations is well recognized.** Since practically un- 
limited discretion is accorded to Congress in the economic field,®* the burden is upon 
the contestant to show that there is an abuse of discretion by Congress,®* that his 


82 or “is so arbi- 


2983 


7° E.g., see Detroit Bank v. United States, 317 U. S. 329, 338 (1943); Foley Securities Corp. v. 
Comm’s, 106 F. (2d) 731, 735 (C. C. A. 8th, 1942). 

8° Heiner v. Donnan, 285 U. S. 312 (1932). 

51 Td. at 338. 

82 See Stewart Machine Corp. v. Davis, 301 U. S. 548, 585 (1937). 

88 See Detroit Bank v. United States, supra note 79, at 338. 

84 See Bridges v. Wixon, 326 U. S. 135, 161 (1945) [individual]; United States v. Pink, 315 U. S. 
203, 228 (1942), dissent at 246 [same]; Russian Volunteer Fleet v. United States, 282 U. S. 479 (1931) 
[corporation]; City Bank Farmers Trust Co. v. Bowers, 68 F. (2d) 909 (C. C. A. 2d, 1934), cert. denied, 
292 U. S. 644 (1934) [estate tax]; Lord Forres, 25 B. T. A. 154 (1932) [income tax] noted 32 Cot. 
L. REv. 549; 1 MERTENS, op. cif. supra note 19, at §4.05. 

85 See Polish Nat. Alliance of the United States v. N. L. R. B., 322 U. S. 643, 650 (1944); Dowling, 
The Methods of Mr. Justice Stone in Constitutional Cases (1941) 41 Cor. L. Rev. 1160, 1168; Note 
(1943) 43 Cox. L. Rev. 836, 937. 

8° See United States v. Carolene Products Co., 304 U. S. 144, 153 (1938); Nippert v. City of Rich- 
mond, —— U. S. ——, 66 S. Ct. 586, 596 (1946) dissent; Note (1936) 36 Cor. L. Rev. 283. 
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“demand for symmetry does not ignore the specific difference that experience is sup- 
posed to have shown to mark the class.”** This burden, in words of another judge :** 
“does not imply one measure of equity for citizens and another for aliens; it recog- 
nizes that the interests at stake are different.” 


Sometimes it can even be shown that a provision discriminatory on its face against 
the alien in the opinion of the Legislature was intended to eliminate a discrimination 
against citizen and to re-establish parity between the two classes. Provisions like the 
flat rate imposed upon recurring items of income paid to non-residents and taxable 
at the source have been defended on the grounds that they prevent discrimination 
against citizens subject to higher surtax and in reality establish equality of taxation, 
that they are easy to administer and have provided substantial revenue.*® No attempt 
has been made to attack the validity in court—and justly so, since the over-all fairness 
of the tax scheme is hardly doubtful.*° 

The disallowance of deductions and credits because the return had been filed too 
late has been litigated in several cases, but in none was the validity attacked on con- 
stitutional or other grounds; only the applicability to the facts was in dispute.*’ But 
the reasoning of the court in one of the best considered cases shows clearly the im- 
portance of the question of judgment—in which Congress is supreme. After refer- 
ring to the legislative history of the provision—first promulgated under the rule- 
making power of the Commissioner of Internal Revenue, then taken over into the 
statute, the court proceeded to say:*” 


“In the absence of demonstrable fraud, [foreign corporations] will, by self-serving unco- 
operative conduct, suffer no loss other than the general late filing penalty which is ap- 
plicable to domestic as well as foreign corporations. Such a construction of the statute 
would put a premium on tax evasion.” 


When the corporation is engaged in trade or business in the United States, it is 
subject to investigation by revenue agents in the same manner as domestic corpora- 
tions. There is nothing, except speculation, which proves that the determination of 
the true tax liability is more difficult than in the case of a domestic corporation, but 
such considerations bear upon the wisdom of the legislation and not upon its validity. 


The result under the Fourteenth Amendment might be different. In holding the 
Illinois Income Tax Act unconstitutional the Illinois Court in Bachrach v. Nelson® 
thought that the denial of all deductions to non-residents for the failure to file a 
return invalidated the whole statute as violating the equal protection and privileges 


*7 Holmes, J., in Patsone v. Pennsylvania, 232 U. S. 138, 144 (1914) [due process under the XIVth 
Amend. }. ; 

*°1. Hand in City Bank Farmers Trust Co. v. Bowers, supra note 84, at 912. 

8° Inr. Rev. Cope §§211(a), 231(a); discussion between the Assistant General Counsel of the Treas- 
ury, Mr. Kent and Mr. Vinson, Hearings cited supra note 24, at 317 ef seq. 

°° Germany complained on the ground that the provision violated the equal treatment clause of Art. 
I of the treaty of December 8, 1923. 3 HackwortH, op. cit. supra note 4, at 577. 
®1 See cases cited supra note 53. 
®2 Blenheim Co. v. Comm’s, 125 F. (2d) 906, 909 (C. C. A. 4th, 1942), noted 28 Va. L. Rev. 657. 
** 349 Ill. 579, 182 N. E. 909 (1932) (alternative holding). 
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and immunities clause of the Fourteenth Amendment. Without examining the 
general soundness of the position, it must be noted that the holding does not ad- 
vance the present problem arising under the Fifth Amendment which in terms has 
no equal protection clause. Whether other state courts would follow when the 
validity of similar statutory provisions were to be decided, is highly doubtful.” 

Once it is recognized that different classification is the basis of discrimination 
and that in all cases discrimination in matters of taxation can be formulated in 
terms of the grant or denial of a subsidy, there is no basis left for application of 
the Fifth Amendment. It will, indeed, be a hard task to demonstrate that a sub- 
sidy denied aliens is not based upon some rational basis—or at least that there might 
be such basis so as to leave the determination to Congress. 

Consequently, the only relief to be expected, can be found in the international 
agreements which on their face manifest the desire to establish equality. Such 
agreements are of several types: conventions to avoid double taxation, general com- 
mercial treaties and trade agreements. The cases interpreting the latter class of 
treaties in matters of taxation have not been numerous, since the problems raised by 
the combination of international law (interpretation of the most-favored nation 
clause) and tax law are frequently out of proportion of the amounts involved and 
apt to deter from litigation.°* The cases arising from the treaties intending in terms 
io prevent double taxation are similarly few, so that the question resolves itself in 
problems of statutory construction. 

In general discriminatory treatment of commerce is out of step with current 
trends in American legislation.°* So is discriminatory taxation unless retaliatory.” 
The section of the Internal Revenue Code giving the President the power to in- 
crease the tax rates against nationals of a country imposing a discriminatory tax on 
American nationals was enacted for the very purpose of compelling France to come 
to an agreement putting an end to discrimination against American interests. But 
this background is rather a declaration of policy than a tool for deciding cases. It 
emphasizes the legislative discretion, here delegated by Congress to the President, 
but does not assist in answering the question whether discrimination exists that 
can receive judicial recognition. 

The provisions in tax conventions aimed at equality of income taxation are 
similarly phrased in general terms without reference to any particular provisions 
in the revenue laws of the contracting states. So the treaty with Canada®® provides: 


“Citizens of one of the contracting States residing within the other contracting State shall 
not be subjected to the payment of more burdensome taxes than the citizens of such other 


State.” 


°** Denial of family exemption to non-residents for failure to file a return has been upheld in Stouffer 
v. Crawford, 248 S. W. 581 (Sup. Ct. Mo., 1923, not officially reported); see also Standard Lumber 
Co. v. Pierce, 112 Ore. 314, 228 Pac. 812 (1924). 

°5 Wurzel, supra note 12, at 487. 

°° See TrapE AGREEMENTS Act of 1934, 48 Stat. 943 (1934), 19 U. S.C. A. §1351 (Suppl. 1945). 

*T Int. Rev. Cope §103. 

°8 Protocol par. 12, 57 STAT. 1399 (1942). 
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The treaty with Sweden in otherwise substantially equivalent terms refers to 
“other or higher taxes than are imposed upon the citizens” of the other state.” 

The treaty with France is still more specific as it includes “citizens and corpora- 
tions or other entities” which shall not be subjected to “the payment of higher 
taxes” than those imposed upon nationals..°° The Convention with Great Britain 
combines the language of the Canadian treaty, inasmuch as it is designed to 
prevent “other or more burdensome taxes,” is not restricted to citizens but applies 
to nationals, a term including “legal persons, partnerships and associations.” It 
is therefore arguable that the treaties with Canada and Sweden do not extend be- 
yond their literal reading. However, such interpretation would appear unduly re- 
strictive in times when corporations are playing an increasingly important part in 
commercial intercourse.’°? Admittedly each treaty has to be interpreted in the 
light of its own history and background,’ but these treaties are in pari materia 
and the variations in language hardly justify a different construction. The more 
reasonable interpretation is not to restrict the term “citizen” to individuals but to 
give it a broad meaning, the meaning of “national” as used by the Draft Convention 
with Great Britain. 

It is next to be noted that the national treatment accorded by the conventions 
applies in the Canadian, Swedish and British treaties only to persons residing in the 
other country; the French convention avoids the problems by using a phrase 
“within the jurisdiction.” The construction of the term “residing” in the technical 
meaning of the Internal Revenue Code leads to absurd results. Indeed, an alien 
individual engaged in trade or business in the United States is called a “non-resident 
alien,” whereas a corporation similarly engaged is called “a resident foreign cor- 
poration.”"°* Literally the former is not protected, the latter is protected. 

The term resident as used in the income tax statute of Anglo-Saxon countries 
with reference to individuals has a widely different meaning. So it has been held 
in England, that an American citizen who used to hunt in Scotland two months 
every year and had rented a shooting lodge there, was a resident of the United 
Kingdom and taxable as such.” ‘The Exchequer Court of Canada accepted that 
view, but the Supreme Court of Canada rejected it.°* There is not the slightest 
doubt that such person is a non-resident alien in the meaning of the Internal Rev- 
enue Code. On the other hand, a person present in Canada during 183 days within 
the taxable year, is taxed like a resident. Under the Code such person—without 

°° Protocol par. 7, 54 STAT. 1759 (1939). 

10 Protocol par. V, 59 STAT. (1945). 

102 Art, XXI, supra note “16. 

102 See Jordan v. Tashiro, 278 U. S. 123, 129 (1928). 

108 See Choctaw Nation v. United States, 318 U. S. 423, 432 (1943); Arizona v. California, 292 U. 
. 341, 360 (1934); Cook v. United States, 288 U. S. 102, 116 (1933). 

104 Compare Int. Rev. Cope §211(b) with §231(b). 

105C. J. R. v. Cadwalader, 12 Scots. L. T. R. 449, 5 Tax Cas. 1904 (1904); Loewenstein v. De 
Salis, 10 Tax Cas. 424 (1926). 


106 ‘Thomson v. Minister of Nat. Revenue, [1946] 7 D. L. R. 689, 691, 693 (Sup. Ct. of Can.) aff’g 
{1945] 1 D. L. R. 45 [Exch. Ct. of Can.}. 
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more—would be a non-resident. To except such persons from the protection of 
the treaties is obviously an unreasonable result. Consequently the term “resident” 
or its equivalent cannot be given the meaning it has in the laws of each of the 
contracting states, but a different meaning, adapted to the laws of the states in- 
volved. The conclusion is submitted that aliens in some, not nearer defined, terri- 
torial relation to the United States shall enjoy the equal treatment. The kind of 
relation satisfying the treaty will depend upon an analysis of each situation taking 
due care of the fact that every term is supposed to fit the concepts of two legal 
systems. 

A further difficulty arises when an attempt is made to understand what is meant 
by not “higher taxes,” or by not “more burdensome taxes.” All the discriminations 
that have been discussed ultimately result in higher taxes than those imposed upon 
American nationals similarly situated. It seems clear that a poll tax of $10 ap- 
plicable to aliens but not to citizens violates a treaty prohibiting the imposition of 
“not other,” or “not higher” or “not more burdensome” taxes." If the meaning 
is restricted to such very crude discrimination, the tax conventions have accom- 
plished very little real progress.’°* But any departure from such simple test will 
be faced with doubts as to whether form will not prevail over substance by mechan- 
ically equalizing situations actually dissimilar. The tax advantage accorded to 
small domestic corporations, if covered by the phrase “not higher taxes” could ben- 
efit foreign corporations of considerable financial power provided that their domes- 
tic income (which is the income taken into account for that purpose) comes within 
the lower income bracket.’ Reconciling such result with the purpose of the 
statute is an arduous task and only with hesitation would one conclude that the 
clause covers the case. Whether the same consideration apply to the treatment of 
capital losses is doubtful.4° The advantage is given without regard to size of 
the beneficiary and therefore the technical provision of the Code which may reduce 
a foreign giant corporation for federal income tax purposes to a dwarf, do not 
apply. Nevertheless some doubts will still linger and the outcome of litigation is 
hard to predict. 

A less difficult problem is presented by the disallowance of deductions for failure 
to file a return." In an unpublished letter the Treasury Department has taken the 
position that the disallowance of deductions for failure to file a timely or accurate 
return did not violate the Draft Convention with Great Britain. The reason 
assigned for such position is somewhat surprising. There is no discrimination since 
the disallowance is not the result of statutory provisions but of the taxpayers de- 
linquency. As ingenious as the argument may sound, it is submitted that it proves 
too much. The very characteristic of a norm in general and of a penalty—and the 


107 Ex parte Kotta, 187 Cal. 20, 200 Pac. 954 (1927) invalidating the California Alien Poll Tax Act 
as contrary to the treaty with Japan of April 5, 1911, 32 Stat. 1504 (1911). 

208 See Cutler, Treatment of Foreigners (1937) 27 Am. J. Int. L. 225, 236. 

30° See discussion, supra p. 780. 

720 Td, at 781. 

13 Id. at 782. 
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disallowance of deductions is in the nature of a penalty—requires first a statute 
imposing the sanction, and second, acts being the individual instance to which the 
statute shall be applied. Though the classification may be constitutionally immune, 
it will not require much effort to hold it not applicable under a treaty granting 
equality. 

A much more difficult problem is presented by the Regulated Investment Com- 
panies.""” The exemption from the corporate normal and surtax is based upon the 
theory to treat them as mere conduit so as to tax income either to the company or 
to the stockholder. The taxation of non-resident stockholders on the dividends re- 
ceived from foreign corporations is subject to intricate rules;'* so is the taxation 
of foreign corporations which may have domestic and foreign stockholders. The 
complexity of the administrative problems raised by an attempt to equalize domes- 
tic and foreign companies, to prevent escape of income from taxation by operation 
of the basic surtax credit provisions and to tax nevertheless every item of income 
once, either to the stockholders or to the company, are apt to exclude the provision 
from the scope of the national parity clause. No instance is known to the writer 
where inclusion has been claimed. 

The provisions in the Tax Conventions have their counterpart in similar pro- 
visions in general commercial, or consular treaties entered into by the United States. 
The language of the clause has varied over the years,''* but has not substantially 
changed. The clause has proved effective in cases in which states attempted to 
collect discriminatory inheritance taxes,’’ but there is again no direct precedent 
for the more subtle type of discrimination. 

If recourse is had to the principles underlying the interpretation of treaties there 
is a wide choice of judicial pronouncements which may justify a restrictive or a 
liberal interpretation. The several principles are equally well established. First: 
treaties will be liberally construed."® Second: international agreements will be 
scrupulously observed."** Third: if possible a statute and a treaty will be construed 
together so as to avoid a contradiction.""* Fourth: if there is contradiction the later 
in date prevails."4° Fifth: specific provisions in a treaty are not superseded by later 
general statutes.’ 

12 Td, at 783. 

118 Id. at 780. 

114 3 HacKworTH, op. cit. supra note 4, at 577. 

446 Nielsen v. Johnson, 279 U. S. 47 (1929); Vallance, Exemption of Aliens from Taxation (1929) 
23 Am. J. Int. L. 395 and cases discussed there. 

1° See Factor v. Laubenheimer, 290 U. S. 276 (1933); Hauenstein v. Lynham, roo U. S. 483, 487 
(1879); 2 Hype, INTERNATIONAL Law (2d ed. 1945) 1478. 

417 See Bacardi Corp. of America v. Domenech, 311 U. S. 150, 163 (1940). 

48 United States v. Domestic Fuel Corp., 71 F. (2d) 424 (C. C. P. A., 1934); 2 Hype, INTERNATIONAL 
Law (2d ed. 1945) 1464. 

*° Pigeon River Co. v. Cox Co., 291 U. S. 138, 160 (1934); Watson v. Hoey, 59 F. Supp. 197, 200 
(S. D. N. Y. 1943). 

*°Cook v. United States, 288 U. S. 102 (1933); John I. Bill v. United States, 104 F. (2d) 67 
(C. C. P. A., 1939), noted Catudal, The Most Favored Nation Clause and the Courts (1941) 35 AM. 


J. Int. L. 41; The Taigen Maru, 73 F. (2d) 922 (C. C. A. oth, 1934); see MacEvoy Co. v. United 
States, 322 U. S. 102, 107 (1944). 
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Principles one, two and five seem to support any treaty provision except against 
an unequivocal repudiation by the statute. Such was the position of the court in 
the Domestic Fuel Corporation case, one of the few cases dealing with discrim- 
inatory taxation.’** In that case the court held that the application of a higher 
excise tax on coal imposed by Section 601 of the Revenue Act of 1932 was a viola- 
tion of the most-favored nation clause accorded to Great Britain and Germany 
because a similar tax was not imposed upon coal imported from Canada and Mex- 
ico. The Act had a saving clause which the court applied literally and rejected a 
narrow construction urged by the Government. 

Whether the court’s decision was influenced by the fact that the tax was in effect 
a higher customs duty does not appear from the opinion. It is therefore difficult to 
say how valid the precedent set by the case is in cases like those under discussion. 
It should further be remembered that the court was dealing with an excise tax, 
akin to a higher customs duty, the statutory mandate notwithstanding,!** and within 
the traditional scope of the most-favored nation clause—that is, to equalize the com- 
petitive position of foreign nationals by eliminating discriminatory barriers for the 
import of goods. Whether a court would be willing to extend the national parity 
by operation of a most-favored nation clause beyond the clear import of the lan- 
guage is doubtful. The Department of State has taken the position that special 
privileges granted by treaty, e.g., those pertaining to air navigation or Workmen’s 
Compensation Acts are not covered by the clause.’** Since there is no rule of inter- 
national law that forbids discrimination in general and in particular heavier tax- 
ation on the ground of alienage,’** a restrictive interpretation can be expected. 
Moreover, in the field of taxation, the Internal Revenue Code specifically mentions 
the exclusion of income to the extent required by treaty.’*° This, with the State 
Department’s position and with the trend of construing exemptions from taxation 
narrowly, gives little prospect for superseding special provisions disfavoring aliens 
by general treaty clauses promising equal treatment with nationals. The Fiscal 
Committee of the League of Nations has adopted the same narrow construction 
of the most-favored nation clause and rejected its application to matters of tax- 
ation.!*® The background is the same; since every right granted to an alien is a 
privilege, there is little prospect that discrimination would fare differently. 

In discussion of the discriminatory effect of double taxation the question has 
been raised whether national parity granted to some nation is extended to others 
by the standard most-favored nation clause used in the Reciprocal Trade Agree- 
ments.!?7 Some of these agreements have broad language to the effect that charges 


122 Supra note 118. 

122 No tax shall be construed as a custom duty unless the Act so provides. TartFF Act oF 1930, §528 
as amended, 52 Star. 1087 (1938), 19 U. S. C. §1528 (1940); see INT. Rev. Cope §3430. 

123 See 2 Hype, INTERNATIONAL Law (2d ed. 1945) 1514. 

1241 Gd. at 664. 

125 Int. Rev. Cope §22(b)-7. 

126 T EaGUE OF Nations, Fiscal Comm. Report, II Econ. anp Fin. 1930, II 23, p. 7 (C. 340. M. 140. 
1930. II). 

*27 Wurzel, supra note 12, at 488. 
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of every kind on imported goods and all laws and regulations affecting the sale or 
use of imported goods shall be included in the most-favored nation treatment.” 
The rationale of Peck v. Lowe’ that income taxes are only remotely connected 
with the sale of goods, cuts short any argument for such extension. ‘The scope of 
the clause when applied to regulatory measures is less clear. It applies to the im- 
ports of goods and to regulations by which they are affected, but probably does not 
give any protection to commercial activities indirectly connected with import of 
goods: e.g., brokerage, insurance, investments. 


As summary five points are submitted: 1. The Fifth Amendment does not 
afford protection against discriminatory taxation. 2. Effective equality of treatment 
can be granted by legislation or, its equivalent, iternational agreements. 3. Such 
agreements are effective for preventing crude discriminations but they have not been 
tested as far as the more subtle type is concerned. 4. It is desirable to give the 
broadest effect to such clauses, but no judicial pronouncements give any reliable 
guide. 5. The most-favored nation clause will not extend advantages granted in 
matters of income taxes, but will do so in the case of excise taxes. 

With a slight variation these points are applicable to discriminatory state laws, 
if they do not fall under the prohibition of the commerce clause.4*° The equal pro- 
tection clause of the Fourteenth Amendment cuts probably deeper than the due 
process clause,'** but here, as elsewhere, there has been a gradual recession of judicial 


intervention.!*? The acquisition of land by aliens and the admission of corpora- 


133 


tions in particular, are subject to state law,'** in absence of treaty provision. The 


supremacy of the Federal Government in foreign affairs is so well established today 
that no state barrier against international trade could be validly established or 
maintained against an express provision in an international: agreement.** How- 
ever, general clauses will not fare as well; as against such clauses, juridical notions 


428Fg., Art. II of the Trade Agreement with Great Britain of Nov. 17, 1938, 52 Stat. 1897, 1899 
(1938): 

“Articles . . . of either Contracting Party shall not be subjected . . . , to other or higher duties or 
charges of any kind or to any rule or formalities other or more burdensome than those to which articles 

. of any other country are subject... . 

“Any advantage, favor, privilege or immunity which has been or may hereafter be granted in the 
territories of either High Contracting Party in respect of any article originating in or destined for any 
other foreign country in regard to custom duties and other charges of any kind imposed on or in con- 
nection with importation or exportation, to the method of levying such duties or charges . . . , and to 
all Laws and or regulations affecting the sale or use of imported goods . . . shall be accorded immedi- 
ately and unconditionally. . . .” 

129 547 U. S. 165 (1018); see Charles Strom, 6 T. C. No. 81 [tax on income from fishing, not tax 
on fishing]. 

39 See Crowley v. Allen, 52 F. Supp. 850, 854 (S. D. Cal. 1943), in the Supreme Court on another 
point sub nom. Markham v. Allen, —— U. S. ——, 66 St. Ct. 296 (1946), and cases there cited; Lock- 
hart, State Tax Barriers to Interstate Trade (1940) 53 Harv. L. Rev. 1253. 

181 See Queenside Hills Realty Co. v. Saxl, —— U. S. ——, 66 S. Ct. 850 (1946). 

182 See Madden v. Kentucky, 309 U. S. 83, 88 (1940). 

188 Ashbury Hospital v. Cass County, —— U. S. ——, 66 S. Ct. 61 (1946); Lincoln Nat. Life Ins. 
Co. v. Read, 325 U. S. 673 (1945). 

134 United States v. Pink, 315 U. S. 203 (1942); Bacardi Corp. of America v. Domenech, 311 U. S. 
150 (1940). 
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like the police power or business dedicated to a public use will cover a narrow 
construction of a treaty.’®° 

185 As said by Mr. Justice Frankfurter, in Pearl Assurance Co. v. Harrington, 38 F. Supp. 411, 413-4 
(D. Mass. 1941), with reference to the treaties entered into with Great Britain: 

“[They] permit regulations conventionally justified as exercises of the police power. The times ad- 
monished us to be fastidiously scrupulous in the observance of international agreements. . . . State 
legislation bunglingly or skillfully contrived to evade an international obligation undertaken by the 
United States should unhesitatingly be stricken down. But we find no such consequence in the act 
before us. It is . . . part of the historic policy of Massachusetts for the safe conduct of a financial 
enterprise on which its citizens are peculiarly dependent [to require the resident manager of an alien 
insurance company to be American]. A sensible and just reading of the treaties certainly does not with- 
draw the normal scope of the police power from the states.” 

















IMPORT AND EXPORT CONTROLS 
KENNETH S. Cartston* 


“The combination of causes is beyond the grasp of the human intellect. But the im- 
pulse to seek causes is innate in the soul of man. And the human intellect, with no 
inkling of the immense variety and complexity of circumstances conditioning a phenom- 
enon, any one of which may be separately conceived as the cause of it, snatches at the 
first and most easily understood approximation, and says here is the cause.” Totstoy, 
War anv Peace (Garnett Translation, London, 1904), Vol. 3, Pt. XIII, Ch. 1, p. 208. 


“One way of attempting to improve the balance of trade is to restrict imports; another 
way, obviously, is to stimulate exports. Governments have not hesitated to use both 
types of approach in recent years. The degree of interdependence between the two types 
of developments cannot be over-emphasized. The difficulty of disposing of export sur- 
pluses was greatly intensified for all countries by the multiplication of trade barriers else- 
where; while on the other hand, protectionist policies at home tended to have the effect 
of maintaining or increasing costs of production for the export industries, thereby giving 
rise to an argument for assistance to exports.” Gorpon, Barriers To Wortp Trave (New 
York, 1941), p. 318. 


The restoration of foreign trade will be brought about by no such simple stroke 
as the elimination of trade barriers alone. We must not be prone to snatch at the 
existence of restrictive devices, including import quotas and licensing systems, and 
say here lies the cause for the drying up of the channels of world trade. The mere 
removal of these blockages to trade will not suddenly cause those channels again to 
flow in full measure. The economic and political maladjustments that led to the 
adoption and spread of trade barriers, their impact upon the economic life of the 
countries which established them, the interaction—in their establishment and main- 
tenance—of such forces as currency devaluation and instability, exchange control, 
protectionism and efforts to create economic self-sufficiency, bilateralism and the 
growth of trade blocs, must be appreciated. It will then be understood that the 
various restrictive measures adopted by states in the control of their international 
trade are not the primary cause of the breakdown in that trade but are rather in- 
duced by other and more deep-seated forces and are a part of many causative forces. 

The need for freedom from dogma and breadth of vision in approaching the 
problem of the removal of trade barriers is paramount. Legalistic, axiomatic ap- 
proaches rigidly applying preconceived principles will not suffice. Blanket con- 
demnation and overnight elimination of all restrictive measures will furnish no 


*B.B.A., 1926. University of Washington; M.A., 1928, American University; LL.B., 1933, Yale Law 
School. Member of New York Bar, American Society of International Law, American Bar Association, 
The Association of the Bar of the City of New York. Formerly attorney before the Mexican Mixed 
Claims Commission. Professor of Law, University of Illinois (1946- ). Author: THe Process or INn- 
TERNATIONAL ARBITRATION (1946, Columbia University Press). Contributor to various legal periodicals. 
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cure-all. This is not to say that all possible steps should not be taken to bring about 
the removal of trade barriers. But a healthy international trade springs from the 
healthy interplay of vigorous domestic economies and sound currency systems. Thus 
the elimination of trade restrictions will effectively be accomplished only as a part 
of an international movement for the restoration of shattered trade areas and indus- 
tries, including, among other things, the faithful carrying out of the monetary pro- 
gram of Bretton Woods. 

It is with an appreciation of these fundamental facts that the present review of 
certain import and export controls must be approached. 


Import ContTROLS 


Import quotas—definition. An import quota involves the establishment by gov- 
ernmental decree or regulation of a specific quantity or amount beyond which no 
imports of a designated commodity will be permitted in a fixed period. Whereas a 
tariff allows the unlimited importation of a commodity upon payment of the par- 
ticular levy in force at the time, an import quota absolutely prohibits the importation 
of a commodity for a certain period of time as soon as a fixed quantity of imports 
(contingent) has been reached." 

Administration. The complexities of the administration of quotas have been 
lucidly summarized by Condliffe” as follows: 


“The administrative prgblems of quota policies . . . revolve around such questions as the 
form of the quota to be used, the base upon which it should be calculated, its distribution 
among importers and among exporters, the replacement of customs revenue by quota 
fees, the control of monopolies created by the exclusive right to import, and the corre- 
lation between import restrictions and export outlets.” 


The simplest method of establishing an import quota is through the use of the so- 
called global quota, under which uncontrolled importation is permitted from any 
and all sources until the quota is reached, when official notice thereof is usually given. 
Depending upon the severity of the quota established,* a rush of imports takes place 
upon the opening of each successive quota period, as importers compete among each 
other to preempt the limited market. This in turn leads to excessive price fluctua- 
tion, alternating periods of surplus and shortage in domestic markets, and over- 
quota importations caused by the inability of customs authorities to cut off imports 
at the exact point when the contingent is reached. Discrimination also results, both 
in favor of neighboring countries, who are most able to ship quickly into the quota 
country at the beginning of each quota period, and in favor of large importers who 
are likely to be best equipped to take quick advantage of an opening for importation. 

Accordingly, division of the total quota among the principal countries of exporta- 

2 Leacue or Nations. INTERNATIONAL Economic CONFERENCE, GENEVA, May 1927, DOCUMENTATION 


(C. E. I. 42, 1927) 30. 

® ConDLIFFE, THE RECONSTRUCTION OF WorLD TraDE (1940) 218. 

* Numerous import quotas established in the United States were larger than the quantity of imports 
in the years just prior to their imposition and hence unfilled quotas occurred. Whittlesey, Import Quotas 
in the United States (1937) 52 QUARTERLY JOURNAL OF EcoNoMIcs 37, 47, 48, 52-54. 
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tion in accordance with their respective shares of the market in some fixed base 
period was early adopted so as to achieve a fairer participation among exporting 
countries. The particular base period to be chosen in each case was, however, readily 
seen to affect the relative position of suppliers and thus to furnish a means of 
manipulation whereby certain countries, with whom it was desired to promote polit- 
ical or economic ties, could be favored. For example, in the case of France, certain 
quotas tended to be favorable to Belgian products since they were calculated on a 
1930-1931 base period when Belgian exports of many of the commodities were large. 
Another and somewhat complicated method of calculation involving the average of 
two base periods favored France’s old suppliers as against Central and Eastern Eu- 
rope.* Moreover, this method, even when administered as impartially as possible, 
froze existing trade channels into a rigid system and did not permit of normal 
growth and variations in sources of supply in accordance with the advantages of 
the principle of the international division of labor.° 

A further refinement in the administration of import quotas involved the intro- 
duction of licensing systems under which specific importations were carefully con- 
trolled through the distribution of licenses; that is, the contingent was allocated 
among the several domestic importers both as to time and quantity of importation by 
means of the grant of licenses to import. While this method had the administrative 
advantage of ensuring a controlled flow of imports at all times and the elimination 
of over-quota importations and violent fluctuations in imports, it led to still new 
problems, including trade in the coveted import licenses, corruption among those 
charged with its administration, and difficulty in obtaining access to the market by 
new importers.® The alternative method of combining the global quota with a 
licensing systems seems to have been seldom adoped, vet, through permitting free- 
dom of selection of purchases in the allowed amounts by importers, it would appear 
to involve the least interference with the functioning of normal trade channels and 
the tendency of purchasers to gravitate to the most efficient producer." 


Out of the administration of quota systems certain general principles have become 
apparent. The use of quotas to reduce imports below normal import levels rather 
than to prevent drastic increases in imports inevitably contributes to retaliatory pro- 
hibitions and to paralysis of the exchanges and economic stagnation. Consideration 
for the interests of other countries affected requires advance notice to them of pro- 
posed changes in quotas so that they will have an opportunity to present their views. 
In allocating national quotas among the merchants concerned, domestic concerns 

“Heuser, Contro: oF INTERNATIONAL TraDE (1939) 88-89. 

5 Younc, THE INTERNATIONAL Economy (1942) 524-526; Long, Séductions et dangers de contin- 


gentement (1936) 59 Revur pes SciENcEs PotitiquEs 409. For a description of the methods of admin- 
istering quotas described above as they were successively adopted in France, see Hatcut, FrencH Import 
Quotas (1935) 21-25. 
par P ius i ake vi : 

Viner, Memorandum on the technique of present-day protectionism, in Joins COMMITTEE CARNEGIE 
ENDOWMENT—INTERNATIONAL CHAMBER OF COMMERCE, THE IMPROVEMENT OF COMMERCIAL RELATIONS 
BETWEEN NATIONS AND THE PROBLEMS OF MONETARY STABILIZATION (1936) 58, 71. 
™Gorpon, Barrrers TO WorLD TraDE (1941) 268. 
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should not be enabled to dictate to their foreign suppliers the terms and conditions 
under which their import licenses are to be granted.® 

Valuable general principles were laid down in a study under the auspices of the 
Joint Committee of the Carnegie Endowment for International Peace and the Inter- 
national Chamber of Commerce which may be usefully noted at this point:® 


“1. Quotas should, as far as possible, be fixed for a definite period, for example, for one 
year at least... . 


“2, Each country should be allowed to take full advantage of the total amount of the 
quotas allowed, without any other administrative limitation whatever. . . . 


“3. Importers should receive increased guarantees of the fair and proper application of 
the quotas, as well as guarantees of prompt action in the matter of issuing licenses with- 
out additional charges. 

“4. In fixing the quotas to be assigned to the various exporting countries, importing 
countries should bear in mind the actual origin of the goods and not merely the exporting 
territory.” 


History and development. Import quotas were introduced by France in 1931 
and thence spread widely to other European countries primarily as a defensive meas- 
ure against the currency depreciations and other effects of the depression of the 
thirties. France, with a balanced economy of agriculture and industry, found its 
agricultural production increasingly demoralized as world prices fell and export 
surpluses of other countries gravitated in increasingly large quantities to the higher 
French market.’° Tariff increases would furnish insufficient protection, partly be- 
cause of the slowness and lack of predictability of effect of their manipulation and 
partly because of the existence of tariff consolidation agreements with other countries 
binding the affected commodities against tariff advances. Import quotas were at 
first established for a limited number of commodities but their use rapidly spread 
until by 1934 about 3,000 tariff items in France were subject to restriction.’ By 
1932 eleven European countries had quota systems and by 1939 there were nineteen 
European countries and nine non-European countries with quota systems.’ 

The flexibility, precision and quickness of adjustment of the import quota system 
made it an admirable instrument in insulating domestic markets for individual com- 
modities from foreign price developments, achieving national self-sufficiency, encour- 
aging the internal development of particular industries, and conserving supplies of 
foreign exchange. But it became impossible to achieve these ends through an auton- 
omous, unilateral administration of a quota system when numerous other countries 
in turn adopted quota systems and the effects of this new weapon in commercial 
warfare became felt. Accordingly we find that in January, 1934, a new system of 


® Chalmers, The Depression and Foreign Trade Barriers (1934) 174 ANNALS OF THE AMERICAN 
ACADEMY OF POLITICAL AND SociaL ScIENCE 88, 100. 

* Joint CoMMITTEE, op. cit. supra note 6, at 408. 

2° Long, supra note 5, at 410-411. 

11 GorDON, op. cit. supra note 7, at 246. 

12 Td. at 247-249. 
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quotas was adopted in France, the so-called “contingents de reciprocité.” Instead of 
use as a defensive weapon, quotas were to be used to compel foreign countries to 
grant relaxations of their own restrictions in favor of France in exchange for permis- 
sion to import into France up to the extent of existing quotas. Only 25 percent of 
existing quotas was to be administered as before, the remaining 75 percent being 
available to be used for bargaining purposes with other countries so as to obtain 
markets for French imports.’* Thus discriminatory bilateral bargaining began to 
supplant multilateral trade based upon price competition and trade blocs began to 
emerge. It became general practice to manipulate the allocation of quotas among 
countries in accordance with the state of the trade balance of the foreign country in 
question or its bargaining power as expressed in the form of release of blocked funds, 
reciprocal grants of enlarged quotas, reduced duties or commitments to purchase 
specific quantities of national products." 

Clearing agreements were frequently reached in which, without the use of for- 
eign exchange, the proceeds of the sale of an exported commodity were used to pay 
for specific imports, debt service or the like. A number of European countries 
utilized their large purchases of raw materials or foods to effect specific exports of 
commodities by their citizens, liquidate debt arrears or exhaust frozen funds due 
their citizens.”° 

Tariff quotas were introduced under which, without otherwise affecting or 
changing an existing tariff schedule, specific quantities of goods were permitted to 
be imported either duty-free or at reduced duties, but they too became an instrument 
of discrimination. Thus in September, 1933, Germany granted a reduced duty to 
Jugoslavia on 8,000 tons of table prunes and duty-free admission of 3,000 tons of 
pulp prunes. Since these quantities were much larger than the normal amount of 
such exports from Jugoslavia to Germany, the effect was to exclude entirely exports 
from the United States, the previous principal supplier.“* But if tariff quotas are 
applied uniformly and without favoritism, their effect may be to increase trade. 
This is shown in the experience of the United States. 

The United States has in the past established quotas on a limited number of 
commodities among which the most important is sugar, which was made subject to 
both a tariff quota and an absolute quota.’* The purpose of these quotas primarily 
has been to aid agricultural production. About 8 percent of the total imports into 
the United States in 1936 were subject to quota. Although the quotas on sugar, 
cordage and shingles had as their purpose the restriction of the volume of imports, 
in most of the other quotas this was not true. Instead, they were used as a means 
of encouraging trade through a limited reduction of tariff barriers. For example, 

18 HEUSER, Op. cit. supra note 4, at 240. 

** Chalmers, supra note 8, at 91. 

187d. at 92; YOUNG, op. cit. supra note 5, at 520-521; Leacue or Nations, REporT ON EXCHANGE 
Controt (No. C.232. M.131. 1938.I1.A.) 16, and Enquiry Into CLearinc AGREEMENTS (Doc. No. C.153. 
M. 83. 1935. II. B.). 


7° Chalmers, supra note 8, at 99. 
** 48 Stat. 456, 459, 670, 672 (1934). 
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quotas established for 1936 were often large in comparison with the amount of 
imports in the year immediately preceding; though it must be realized that those 
imports were in turn often smaller than imports in the ‘twenties because of the 
sharp rate increases in the Tariff Act of 1930. It developed as a result that numer- 
ous absolute quotas and tariff quotas were not filled.* The United States was 
a party to the Sugar Agreement of May 6, 1937, and the Coffee Agreement of 
November 28, 1940, acting in both cases to protect its interest as a consumer rather 
than as an exporter. In the latter case the United States utilized its position as the 
largest consuming country to permit an effective stabilization plan to be carried out 
among the producing countries of this hemisphere. Indeed, in its comprehensive 
study of intergovernmental commodity controls the International Labour Office has 
strongly indicated the necessity of the participation of consumer interest in com- 
modity control schemes of this nature.’® 

To some extent agricultural quotas may be said to possess a special status. In 
view of the seasonal or perishable nature of some agricultural commodities, quotas 
have a particular value in protecting the domestic market from flooding by imports 
in periods of flush production. The inability of agricultural production to respond 
with any degree of flexibility to market changes also renders quotas a valuable reg- 
ulative measure. Since supply in this field is determined by the aggregation of indi- 
vidual decisions of numerous small producers, over-correction in adjustment of supply 
to market changes often occurs. For example, a reduction in price may tend to 
cause increased rather than decreased production so as to preserve the same mon- 
etary return that smaller production at higher prices yielded. The result obviously 
is to create an even more precipitate price fall as the increased production is thrown 
on the weakened market.”° 

The final step in import controls was reached with the establishment of import 
monopolies and bulk buying schemes. The grain monopolies of certain European 
countries established in the ‘thirties and the recently announced proposed creation 
of a state purchasing commission in Great Britain to effect bulk buying of cotton 
are illustrative?! Import monopolies enable an exact regulation of the volume and 
sources of imports in achieving domestic price stabilization and at the same time 
avoid many of the administrative difficulties of the import quota system.” The 
state becomes completely free to place its purchases in whatever market it considers 
best suited to achieve its national purposes—which may include diplomatic con- 
siderations as well as purely economic—while also permitting the careful regulation 
of the flow of imports as an incident of domestic price support measures. The 


8 Whittlesey, supra note 3, at 39, 47, 52, 63. 
1° INTERNATIONAL LaBouR OFFICE, INTERGOVERNMENTAL COMMODITY CONTROL AGREEMENTS (1943) 


XXXVili, 26, 59. 

2° Report presented by M. van Zeeland on the possibility of obtaining a general reduction of the 
obstacles to international trade, January 26, 1938, Great Britain, ForticN Orrice MisceLcaneous No. 1 
(1938) 36. 

*2'N. Y. Times, Mar. 19, 1946, p. 32, c. 8. 

* Gornon, op. cit. supra note 7, at 301 et seq. 
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Soviet system carries the use of import monopolies to its logical) end. A complete 
state control of foreign trade operations, both imports and exports, is found. The 
quantities of the principal goods which may be imported are determined period- 
ically and divided among state institutions and other bodies having the right to 
transact foreign trade operations. The countries from which the imports are to be 
purchased are also selected by the state authorities.”* 


Impact upon national life. ‘The fixing of quotas being an administrative task, 
their use is inevitably marked by a concentration of administrative power and a 
tendency to increase authoritarian controls of industry and markets. Quotas nor- 
mally tend to support the domestic price structure by effecting a reduction in supply. 
It is often politically unwise, however, to permit price to reach its new equilibrium 
point under a severe quota limitation. Price ceilings are accordingly established. 
As demand exceeds supply, these ceilings become more and more meaningless unless 
some system of rationing is introduced.?* Quotas, moreover, tend to spread rather 
than to be withdrawn. Eventually complete state control of industry is reached. 
The tendency to extend continually the scope of administrative control is pointed 
out by Condliffe:” 


‘,.. as the discretionary power of public officials over external trade increased, there was 
a parallel extension of their control over domestic production and prices. Rationing ap- 
plied to external trade was necessarily the means and the cause of equally extensive ration- 
ing of raw materials so that the whole gamut of economic activity became subject to State 
control. Like a parasitic growth, the emergency assistance and protection extended to 
private enterprise ended by choking it almost out of existence.” 


It may be further noted that the use of import quotas as against tariff import 
controls results in the loss of national revenues. The difference between domestic 
and foreign price levels, less transportation costs, sometimes called quota profits, 
goes as a windfall to domestic importers who receive quota allotments. Under a 
tariff, at least some portion of this becomes public revenue. It has been pointed 
out in connection with the United States quota on sugar that “the income has been 
largely diverted from the United States Treasury to the pockets of producers of 
Cuban sugar.”?® These quota profits are an ever present invitation to administrative 
corruption and trade in import licenses. 

Elimination: Relation to currency controls and stabilization. Currency instability 
and trade barriers go hand-in-hand; each is a contributing factor to the continuance 
of the other. A shortage of exchange gives rise to the imposition of import controls 
so as to conserve the limited supplies of exchange for use when most needed. Since 

* Op. cit. supra note 1, at 32. 

** Viner, supra note 6, at 69, 71; GorDON, op. cit. supra note 7, at 265. 

*5 ConDLIFFE, op. cit. supra note 2, at 223. In its comprehensive study of international com- 
modity agreements the International Labor Office notes “the impossibility of devising effective inter- 
national machinery without the adoption of complementary national measures in all of the more impor- 
tant producing countries” and “the inffectiveness, in the case of certain commodities, of price-stabilizing 


Measures unsupported by production or export regulation.” Op. cit. supra note 19, at xvii. 
*° Whittlesey, supra note 3, at 62. 
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exchange controls necessarily involve the issuance of exchange permits, they establish 
a system of licensing of imports which in turn is readily assimilated with an import 
quota system. Exchange controls may be likened to a first line of defense and im- 
port controls to a second line of defense against excessive exchange requirements, 
While exchange controls were at first usually instituted to protect and stabilize the 
currency, they soon were linked with commodity control measures in effecting eco- 
nomic penetration in foreign countries and directing production and consumption 
in desired channels domestically.2* The experience of the Latin-American countries 
is illustrative. As a first step, all or a substantial part of incoming exchange was 
required to be delivered to a central exchange-control office. By means of exchange 
permits or import licenses or both, this exchange was thereafter allotted to specific 
transactions in accordance with pre-determined policies. The necessity of consery- 
ing exchange and preventing violent exchange fluctuations soon ceased to be the 
sole question of policy involved in the issuance of exchange permits and the accom- 
plishment of broad national objectives came likewise to be a factor in the admin- 
istration of exchange controls. ‘Transactions with certain countries with whom 
commercial relations were to be developed were favored in the grant of exchange 
permits. Sometimes differential exchange rates were established as a means of in- 
fluencing the growth of export trade in certain commodities and the destinations 
of exported commodities; the importers of commodities in which trade was to be 
fostered were allowed to buy their exchange requirements at lower rates.?* 

Exchange controls and import quotas accordingly serve a coordinate function in 
conserving exchange and protecting foreign trade. A prerequisite to their elimina- 
tion is the restoration of the system of multilateral clearing and currency reform 
through such measures as the International Monetary Fund. With currency reform, 
import quotas and exchange controls will tend to disappear as they will have lost 
their purpose.2® The report of the Committee of Experts, in connection with the 
study of this problem made by the Joint Committee of the Carnegie Endowment 
for International Peace and the International Chamber of Commerce, recommends 
that states should agree to abolish quotas wherever possible and notes that: “States 
could subscribe to a multilateral agreement on the necessity of abolishing the quota 
system as soon as currency stabilization has paved the way for a definite recovery 
of world trade.”°° It is apparent that the elimination of quota systems must come 
as the result of an international movement in this direction, for few countries 
would care to expose themselves without means of defense to the vicissitudes of 
commercial warfare by voluntarily abandoning their trade control powers. 

An important step in this direction was taken in connection with the agreement 


27 Er_xis, EXCHANGE CONTROL IN CENTRAL Europe (1941) 289; BoNNELL, GERMAN CoNTROL OVER 
INTERNATIONAL Economic RELATIONS (1940) 79-114. 
28 Carson, Exchange Control in Latin America, 20 ForeicN CoMMERCE WEEKLY (September 1, 


1945) 4. 

2° Viner, Comments on the Improvement of Commercial Relations between Nations, in Joint Com- 
MITTEE, op. cit. supra note 6, at 89, 97; Currency and Quotas (1936) 157 THE SPECTATOR 737. 

®° Joint CoMMITTEE, op. cit. stipra note 6, at 407. 
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on the International Monetary Fund. One of its purpose is expressly stated in 
Article I to be: “To assist in the establishment of a multilateral system of payments 
in respect of current transactions between members and in the elimination of for- 
eign exchange restrictions which hamper the growth of world trade.” Under Article 
XIV members assume a positive obligation to take “all possible measures to develop 
such commercial and financial arrangements with other members as will facilitate 
international payments and the maintenance of exchange stability” and to with- 
draw “restrictions on payments and transfers for current international transactions.” 
A transitional period of three years is established after which members are under an 
obligation to report annually on restrictions still in force. After five years the con- 
tinuance of any restrictions in the face of recommendations by the Fund that con- 
ditions are suitable for their termination will subject a member to compulsory with- 
drawal from the Fund. Also significant is the fact that under the terms of the 
proposed loan to Great Britain the latter undertakes immediately to establish a free 
exchange market for United States citizens for all current transactions with the 
United Kingdom and to eliminate all other exchange controls on current trans- 
actions one year after the loan takes effect. 


Until the gold standard is resumed there will, nevertheless, still be a place for 
exchange stabilization funds, at least of the type of the British exchange equalization 
fund. By creating what may be loosely described as a buffer stock of exchange, 
with the Treasury authorities stepping into che exchange market and buying sterling 
bills when offered in suddenly large volume and selling holdings of sterling ex- 
change in periods of heavy demand, the British fund was used to iron out fluctua- 
tions in exchange rather than rigidly to resist deep-seated, long-term movements in 
the exchange market.** The use of an exchange stabilization fund in this manner, to 
create a relatively stable price for exchange and to eliminate excessive short-term 
market fluctuations, tends to enhance foreign trade rather than to restrict it by 
ensuring reasonable price predictability. 

Nor will the continuance of the sterling bloc system in its pre-war form neces- 
sarily be a bar to the development of multilateral trade. The pegging of the ex- 
ternal value of a currency to sterling and the maintenance of central monetary 
reserves in London funds characteristic of the currency practices of countries within 
ths system*? were largely the outcome of a voluntary, normal development of the 
trade relations of the countries within this bloc. It was the exchange depreciation 
which was adopted by these countries, when they ceased to maintain the gold stand- 
ard, which resulted in increased prosperity in such countries and a capacity to pur- 
chase more foreign goods. As they followed sterling downward Great Britain 


81 Kinzig, The Technique of Exchange Control (1938) 48 THe BaNKER 9; Horwitz, Les Fonps 
D'EGALISATION DEs CHANGES ET LeuR Fonctions Economiques (1940) 48-49, but cf. Waicut, THe His- 
TORY AND MECHANISM OF THE EXxcHANGE EquaLisaTion Account (1939) 138-139 (injurious effects of 
masking economic trends); Hatt, THe ExcHANGE EquaisaTion Account (1935) 83 (increase of dis- 
turbances in price relationships). 

*2 De VecH, THE Pounp STERLING (1939) 7-9. 
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became an increasingly larger buyer and seller in their markets and, consequently, 
the British proportion of the world’s export trade increased.** Sometimes over- 
depreciation of a satellite currency occurred, giving the country in question a com- 
petitive advantage in British trade. In 1933 the Danish exchange rate was lowered 
to approximately the same discount as that available to New Zealand as the result 
of the pressure of Danish farmers.** Many of the trade problems engendered by 
the sterling bloc system since the war arose from the fact that sterling has not been 
freely convertible into foreign exchange or into gold, owing to the large wartime 
accumulations of sterling balances both by British creditor countries within and 
outside the sterling area. It is estimated by the National Foreign Trade Council that 
the total of sterling balances held by Britain’s creditors is £3,097,000,000 of which 
£2,512,000,000 is held in the sterling area and £585,000,000 is held in the non-sterling 
area*® With a reduction of these sterling commitments to manageable proportions, 
which will be greatly facilitated by the proposed United States loan, and with the 
restoration of a healthy British export trade, the unblocking of sterling should be 
expected. As concluded in a recent Department of Commerce study :** 


“To atack a sterling area system and demand its abandonment on the ground that it is 
discriminatory against particular trade movements without at the same time offering an 
alternative approach which will be successful is to confuse effect and cause. Unless sterling 
returns to its prewar status of convertibility, by whatever means this result is achieved, 
some type of sterling system is almost inevitable. The task of those who are opposed to 
a sterling system similar to the sterling area is to take the steps necessary to insure the 
complete convertibility of sterling. Dissolution of the sterling area as such would not 
solve the problem or automatically bring about an expansion in the total volume of im- 
ports from the United States.” 


The presence of most-favored-nation clauses in commercial treaties has not pre- 
vented the imposition of quota systems. The global quota, at least, is not prima 
facie discriminatory, though quotas may be opposed to the spirit of the clause.” 
Recent versions of the most-favored-nation clause have expressly reserved to the 
parties the right to impose quotas in conjunction with measures designed to reg- 
ulate or control the production, supply or prices or similar domestic commodities or 
measures tending to increase the labor costs of producing such commodities.** 


°3 Harris, British and American Exchange Policies (1934) 48 QuaRTERLY JOURNAL OF ECONOMICS 471, 
501. 
¢ Baster, A Note on the Sterling Area (1937) 47 Economic JourNAL 568, 572-573. 

*5 (1946) Business WEEK (February 23, 1946) 114. 
86 Heatherington, The Sterling Area, 2 Dep’r of CoMMERCE, INTERNATIONAL REFERENCE SERVICE 
(November 1945) 19. 

8™ Cf. HAIGHT, op. cit. supra note 5 at 22, noting that discrimination in practice will exist in favor 
of neighboring countries which can be the first to send goods. 

88 E.g., Reciprocal Trade Agreement with Canada, November 15, 1935, Art. VII, 49 Strat. 3960, 
3963 (1935). See generally Rist, Comments on the Past and Future of the Most Nation Favoured (sic) 
Clause in Its Limited and Unlimited Forms, Joint CoMMITTEE, op. cit. supra note 6, at 111; The-Most- 
Favoured-Nation-Clause and Customs Quotas in Leacur oF Nations Economic CoMMITTEE REPORT TO 
THE COUNCIL ON THE Work OF THE THIRTY-FIFTH Session, June 18th to 22nd, 1931 (Doc. No. C. 427. 
M. 177. 1931. II. B.) 2, 7. : 
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Yet another situation intimately connected with this problem of effecting the 
free convertibility of sterling demonstrates the interaction of the various forces in- 
volved and the broad impact which the International Monetary Fund will have. The 
shortage of dollar exchange resulted in the creation of the dollar exchange pool in 
order to concentrate and conserve this exchange. While the elimination of this 
pool is not dependent upon the establishment of the free convertibility of sterling, 
if eliminated, the various sterling area countries would have to rely on their own 
control of their dollar expenditures. As a result new import controls might be 
created and existing ones further protracted to prevent shortages of dollar exchange. 
The International Monetary Fund will likely render unnecessary any further con- 
tinuance of the dollar exchange pool. 

It may be anticipated that the various types of import restrictions will tend to 
diminish in the early post-war years as replenishment of national stocks and recon- 
struction takes place. The real test will come when production has been restored to 
normal volume. Accumulated reserves of credit will by then have been largely 
exhausted. It is then that economic statesmanship of the highest order will be 
required if even more savage trade warfare and restrictionism than ever before is 
to be prevented.®® 


Export ContTROLS 


Export subsidies—definition. An export subsidy has been broadly defined as “a 
grant made to a specific industry by the government without expectation of future 
recompense.“ More precisely, export subsidies “consist of various kinds of pay- 
ments or other benefits granted by the State or by private organizations upon the 
production or exportation of specified articles thus placing the subsidized industry 
or export branch in a more favorable position as compared with other similar na- 
tional or foreign industries or export branches.”** They permit foreign sales at a 
lower price than on the domestic market, with due allowances for differences in 
transportation costs.*” 

Administration. Export subsidies may be effected by direct means, such as boun- 
ties or grants to the export industries to be fostered, or by more subtle and indirect 
methods. Of the former type was the British Sugar Subsidy Act of 1925, granting 
a subsidy on all sugar or molasses manufactured in Great Britain from beets grown 
in that country. Export subsidies were partly responsible for the growth of the 
Japanese dyestuff industry. In Germany the proceeds of a turnover tax on home 
sales was used to subsidize exports. Characteristic of indirect subsidies are govern- 
mental export credit guarantees. In Great Britain the Overseas Trade (Credits and 
Insurance) Amendment Act of 1921 empowered the Board of Trade to give guar- 
antees in connection with export transactions. Occasionally the Export-Import Bank 

°° Chalmers, What Is Ahead Now in Foregn-Trade Policies (September 15, 1945) 20 Foreicn Com- 

MERCE WEEKLY 3. 
* DierricH, WorLp TRADE (1939) 94. 


“1 LEAGUE OF NATIONS, op. cit. supra note 1, at 8. { 
*? GorDON, op. cit. supra note 7, at 320. 
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in the United States has underwritten some proportion of the risk of export credit 
extended by commercial banks. In numerous other ways favored treatment by 
government to export industries has manifested itself. Tax reductions may be given 
to exported goods; thus in France the tax on luxury articles was reduced from 12 
percent to 3 percent on goods sold abroad. Preferential transport and railway 
charges may be established. Government aid may be extended in price stabilization 
schemes such as in rubber in the Federated Malay States, cocoa in Ecuador, and 
the creation of buffer stocks in Brazilian coffee. 

The International Labour Office has pointed out the importance of buffer stocks 
in the prevention of violent price fluctuation in basic commodities. The support of 
domestic markets by replenishing stocks in times of falling prices will tend to dimin- 
ish the disastrous effects of industrial depression while the disposal of such stocks in 
times of advancing prices will contribute to checking a boom.** But buffer stocks 
should not and cannot be used rigidly to oppose deep-seated price trends. The break- 
down of coffee valorization schemes in Brazil and of rubber price control schemes 
shows that the real function of buffer stocks is to eliminate short-term violent price 
fluctuations. 

Direct control of exports by means of export quotas and other export control 
schemes is sometimes resorted to in an effort to control world price. This of course 
requires that the country or countries participating must not only possess a virtual 
monopoly of the commodity but demand for the commodity must be inelastic in 
relation to price changes and the commodity must not have ready substitutes. 
Direct export controls have also been used to conserve domestic stocks of a com- 
modity in which a shortage existed, to cooperate with another country in the admin- 
istration of its import quota system, and to regulate the flow of commodities to a 
particular area so as to prevent the creation of an inconveniently large credit balance 
or the accumulation of blocked foreign credits.** 

History and development. Export subsidies or bounties were widely adopted as 
early as the seventeenth and eighteenth centuries in France and England as an ex- 
pression of the prevailing philosophy of “mercantilism.” A bounty on exported 
wheat was introduced in England in 1689 and was not repealed until 1814. Export 
bounties appeared again on the Continent in the latter half of the nineteenth cen- 
tury, the most important group being the sugar export bounties.*° Export subsidies 
recently began to play an important role in the ‘thirties, when a number of countries, 
including agricultural-exporting countries, resorted to them in order to offset ex- 
change disadvantages. They were also used to assist in maintaining a relatively 
stable domestic market price for agricultural commodities of which an export surplus 
existed. Certain of the British Dominions adopted subsidizing measures for a num- 
ber of agricultural products. The United States also supported export markets for 
wheat and cotton by compensating exporters for losses entailed in purchasing on 


*8 INTERNATIONAL Lasour OFFICE, Op. cif. supra note 19, at XXVii-xxviii. 
** GorDON, op. cit. supra note 7, at 353, 361. 
*® LEAGUE OF NATIONS, op. cit. supra note 1, at 9-10. 
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a domestic market with higher prices than world price. The final step in their use 
was seen in Germany, which imposed a turnover tax of 2 percent or more on home 
sales and utilized the proceeds not only to enable the exporter to meet foreign com- 
petition but to achieve political purposes of the moment, such as the fostering of 
trade in a particular area or branch of industry.** It has been estimated that exports 
were subsidized in this manner during the period from 1935-1938 in the neighbor- 
hood of 35 percent.*” Export subsidies were likewise seen to be a necessary adjunct 
of foreign exchange control systems; for if imports are to be curtailed in restoring 
the balance of trade, exports are likewise to be fostered to the same end. 

Impact upon national life and other effects. An export subsidy is inherently a 
short-lived instrument which tends to defeat its own purpose. To the extent it suc- 
ceeds in supporting a higher domestic price than the world price, it will tend on the 
one hand to discourage domestic consumption and on the other hand to encourage 
a larger volume of domestic production than is justified in view of world price. 
The result will be to increase further supplies to the world markets and still further 
to suppress world price. Retaliatory measures by importing countries will in turn 
ensue which will only render more difficult the solution of the basic problems of 
conserving exchange and restoring trade balances. Additional import restrictions 
may, in addition, have to be established to prevent re-importation of the subsidized 
exports. If the exporting country is an important world supplier of the particular 
commodity, the grant of a subsidy will tend to be reflected in a corresponding addi- 
tional fall in world price, with consequent lack of real benefit to the domestic pro- 
ducer. When a country is faced with the problem of an exchange disadvantage 
affecting its competitive position in world markets in respect of all its exports, it is 
essentially faced with the problem of currency devaluation. For if it should adopt 
the solution of establishing export subsidies and world prices should continue at 
the same or lower levels, these subsidies will have to be continued indefinitely if 
foreign markets are to be preserved. Thus the interaction of forces in international 
trade is again demonstrated.** 

Elimination. As in our discussion of the problem of the elimination of import 
quotas, the elimination of export subsidies and all other measures impeding the free 
and unfettered interchange of commodities among nations and growth of world 
trade will only come about as the result of an international movement in this 
direction. The first step to this end has been taken in the agreements for the estab- 
lishment of the International Monetary Fund and the International Bank for Recon- 
struction and Development. They provide the necessary favorable financial climate 
for the growth of international trade through promoting exchange stability and pro- 
viding means for industrial rehabilitation. It now remains for the forthcoming Inter- 
national Trade Conference to point the way for the eventual elimination of all trade 
restrictions. 


*° Gorpon, op. cit. supra note 7, at 326-334. ** Exuis, op. cit. supra note 27, at 240. 
“8 GorDoN, op. cit. supra note 7, at 322-326; Hemperin, THe Monetary Aspect oF THE Raw MATE- 
RIALS PROBLEM AND THE REVIVAL OF INTERNATIONAL TRADE (1938) 28. 

























































ARBITRATION IN THE SETTLEMENT OF 
INTERNATIONAL TRADE DISPUTES 


Morris S. RosENTHAL* 


I. ComMerciAL Disputes as A BARRIER TO INTERNATIONAL TRADE 


When barriers to international trade are discussed, those that are usually thought 
of are high tariffs, customs red tape, foreign exchange controls, trade discriminations, 
restrictive cartel practices, and other regulations and curbs, governmental and pri- 
vate, which add to the normal difficulties of trade among nations. Commercial dis- 
putes between traders are rarely thought of as a barrier to international trade ex- 
pansion. And yet, a great many medium-sized and small companies find themselves 
in trouble when they have disagreements with their customers or their sources of 
supply in other countries of the world and must think in terms of law suits or losses 
or both. Larger companies are not as adversely affected by the expenses resulting 
from disputes with companies in other countries of the world as they can better 
afford to proscute in courts of law and go through the series af appeals until a 
decision comes down from the highest court of the land. Or, because of their great 
prestige, position and wealth they can frequently compel favorable settlement of a 
dispute. 

In the post World War II world, we not only expect but know that we must 
have an expanded international exchange of goods and services among all nations of 
the world, including our own. During the expansive years ahead, there will in- 
evitably be an increasing number of disputes between sellers and buyers as the num- 
ber of entrepreneurs grows and the volume of international trade expands. As after 
World War I, there will be many cases of buyers and sellers who attempt to avoid 
their contractual obligations when their contracts of sale and purchase are no longer 
profitable. There will be controversies over failure to ship or to deliver, over late 
shipments or deliveries, over merchandise inferior in quality, over refusal to accept 
delivery of goods, over claims that no contract ever existed between the parties, over 
differing interpretations of foreign trade definitions which set forth the risks of 
seller and buyer while the goods are in transit, over interpretation of marine insur- 


* A.B., 1917, Columbia University. Executive Vice-President, Stein, Hall & Company, Inc.; Vice- 
President, National Council of American Importers; Special Consultant to Senate Sub-Committee on 
Foreign Trade; Lecturer on Foreign Trade, Columbia University. Officer, consultant and adviser to 
numerous organizations on foreign trade matters. Member of: Advisory Editorial Board of the Inter- 
national Arbitration Journal of the American Arbitration Association; Import Advisory Committee to 
the Department of Commerce; Advisory Committee to the Departments of State and Commerce on the 
Commercial Activities of the Foreign Service; Industrial and Commercial Panels of the American Arbi- 
tration Association. Ass’t Director, Board of Economic Warfare, 1941-1943. Author: TECHNICAL Pro- 
CEDURE IN EXPORTING AND IMPORTING (1922). 
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ance that should have been supplied, over terms of payment, foreign exchange 
regulations, and the many other technical factors that enter into a foreign trade 
transaction from the time that an exporter receives and accepts an order and the 
importer receives and accepts the goods. 

Commercial disputes that end in courts of law are always costly and usually bitter. 
Cases frequently drag through the courts for many years, and the ultimate winner 
of the lawsuit finds that he is out of pocket more than the amount of the judgment 
in his favor. Courts tend to favor their own nationals and thereby further animosity 
is created between peoples of different countries who grow suspicious of the kind of 
deal that they will get from foreign nationals. There is no body of international 
commercial law, and the courts of different countries have interpreted the rights and 
liabilities of buyers and sellers differently. Public attention resulting from cases being 
aired in courts has frequently added to the friction between disputants and has 
thereby created enough animosity to end business relationships. 

An alternative method of settling international commercial disputes is commer- 
cial arbitration. It is not a new method. Centuries ago traders discovered that 
commercial arbitration would enable them to adjudicate their differences quickly, 
cheaply, privately and fairly. International commercial arbitration is not a perfect 
method. It has its disadvantages as well as its outstanding advantages. Unfor- 
tunately, too few of those engaged in foreign trade, aside from large companies or 
active dealers in staple raw materials, know in sufficient detail for their own profit- 
able use what international commercial arbitration is, how it works and what it does. 

This article is intended to discuss some of the legal considerations that the lay 
exporter and importer can well understand and should know in order to conduct 
his business properly and to settle quickly disagreements that he may have with 
those to whom he sells or from whom he buys. It will also discuss some of the 
outstanding organizations in the field of international commercial arbitration and 
how they work. 

In urging international commercial arbitration as the most satisfactory method 
of settling international commercial disputes, I have given much thought to the 
attitude of exporters and importers toward each other when trouble arises over the 
fulfillment or interpretation of a contract. I have based my conclusions and recom- 
mendations on the assumption first, that most businessmen are honest in their 
dealings with each other, and secondly, that they want not only a speedy and eco- 
nomic settlement of their differences but also a fair settlement. In making these 
assumptions I also recognize that there are some who would always wriggle out 
of their undertakings if they turn out to be unprofitable and who have no regard 
for the decencies of business or of life and who unfortunately are still out of jail. 

But those businessmen, who, in ever growing number, turn to arbitration for 
the settlement of their disagreements with each other, must know something of 
the laws of different countries of the world and of the procedures necssary to fulfill 
legal requirements and make arbitration awards enforcible at law. Where the in- 
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tegrity of both parties to the contract is beyond reproach, where both parties even 
under the stresses generated by a controversy, will deal in absolute good faith, the 
legal and technical requirements of arbitration procedures are of subordinate im- 
portance. But the well-advised businessman must be prepared to deal effectively 
with the “fringe” group which, faced with the possibility of a weak or non-existent 
defense, will avidly exploit any deficiency in the proposed arbitration, either to 
circumvent it completely or to delay it inordinately. It is in this situation that to 
be forewarned is to be forearmed. 


II. THe MercHant AND THE Law 
A. The Arbitration Clause 


Voluntary arbitration is the process in which two parties to a dispute agree to 
submit their differences to one or more impartial persons for a decision which both 
parties agree to accept as binding upon them. In the field of international trade, 
it is customary for those sellers and buyers who wish to use arbitration as a method 
of settling their disagreements to include a clause in the contract of sale and pur- 
chase which provides for arbitration. It is therefore important that merchants 
know about the laws of the countries with which they trade pertaining to the 
validity of arbitration clauses. An arbitration clause in the contract is without 
value if, when a dispute arises, either party to the contract can refuse to arbitrate 
and be able in that way to avoid an obligation which he has undertaken at the time 
that he has made a purchase or sale. When a dispute arises, there is the danger 
that the party with a weak case may refuse to abide by the agreement to arbitrate. 
He may prefer to go to court where he can drag out the case and perhaps even 
obtain a favorable decision on a legal technicality quite remote from the merits of 
the case. 

The laws of the different countries of the world pertaining to arbitration are 
not uniform in most of the important fundamentals. The laws of the forty-eight 
states of the United States are not uniform. Different countries have different laws 
pertaining to the validity of and to the methods of enforcing the arbitration clause. 
There are some international agreements whereby groups of countries recognize 
the validity of arbitration clauses in commercial contracts between their nationals. 
The merchant should know something of this so that when he enters into a con- 
tract of purchase or sale which includes an arbitration clause he has some under- 
standing, first as to how the clause should be worded in order to comply with the 
laws of the countries of sale and purchase and, secondly, whether or not the laws 
of these two countries will recognize the validity of the clause if a dispute after- 
wards arises and either party seeks to avoid arbitration as the method of settlement. 

I think that the statement can fairly be made that the laws of most of the im- 
portant international trading countries, except the Central and South American, 
recognize the validity of an agreement relating to the arbitration of either existing 
or future disputes, and that if a businessman signs a contract which includes an 
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arbitration clause and afterwards tries to take the case to court instead of submit- 
ting it to arbitration, the courts of most of these countries will refuse to allow a 
court trial. However, this broad statement cannot serve as guide in a specific case. 
In the absence of statute, for instance, the common law view of the American states 
is that agreements to arbitrate future disputes are revocable—meaning, among other 
things, that one party can refuse to observe the arbitration clause and still take 
his case to court, although this power to revoke is extinguished by an award duly 
rendered previously.’ In fact, at common law, it is not even clear that there is a 
right to damages for breach of the agreement to arbitrate,? much less the right 
to get an order from a court of equity to compel the recalcitrant party to arbitrate.* 
Statutes in the various states are increasingly changing these common law principles.* 

In analyzing the laws and international agreements pertaining to the validity of 
arbitration clauses, I have divided the subject into three broad areas. 

First, the Geneva Protocol of September 24, 1923, covered most of the countries 
of Europe, many parts of the British Empire, Brazil and Japan.® The signatories 
to the Protocol agreed to recognize the validity of an arbitration agreement between 
nationals of different signatory powers in which both parties undertook to submit 
all controversies, future or existing, in connection with a commercial contract to 
arbitration. There were certain reservations made pertaining to the jurisdiction of 
the different contracting states, but for practical purposes a merchant could assume 
that those countries which ratified the Geneva Protocol would uphold an arbitra- 
tion clause between its nationals and would not allow the defendant in an arbitration 
to drag the matter into the courts and so welch on his agreement to arbitrate. 

But it is important to understand that the Geneva Protocol and the laws of the 
ratifying countries do not necessarily compel a merchant to enter into arbitration 
proceedings. The courts will refuse to handle the case, but thereafter the party 
desiring arbitration and the arbitral tribunal might well have to proceed with the 
case despite the absence of the defendant. However, not all states permit an arbi- 
tration to proceed in the absence of the defendant. Under most circumstances, 
English tribunals can conduct such an arbitration, if the agreement provides that 
the arbitration is to be held pursuant to English law. 

The laws of the states in this country are at great variance on this point, but 
under the rules of the American Arbitration Association, an arbitration may be 
commenced and conducted despite the refusal of the other party to participate. 

Second, in the United States the two arbitration laws that are probably of 

1 SruRGES, COMMERCIAL ARBITRATION AND Awarps (1930) 45, 57. 

* Id. at 82. 

* Id. at 83. 

‘Id. at 110 ff.; Kronstein, Business Arbitration—Instrument of Private Government (1944) 54 YALE 
L. J. 36, 38 n. 7. Statutes putting teeth into clauses to arbitrate future disputes have been adopted in 
such commercially important states, in addition to New York, as California, Connecticut, Louisiana, Massa- 


chusetts, Michigan, New Jersey, Ohio, Oregon, Pennsylvania, Wisconsin. See Professor Sturges’ summary 
of the statutes of the various states governing arbitration in Annex I to KELLor, ARBITRATION IN ACTION 


(1941) 217 ff. 
5 Int. Cu. oF ComM., INTERNATIONAL CoMMERCIAL ARBITRATION—PRacticaL Hints (1935) 8. 
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greatest consequence are the New York Law of 1920° and the Federal Arbitration 
Act of 1925." The New York Law is of particular significance because so much of 
the foreign trade of the country is done by merchants in New York, and therefore 
many arbitrations of international commercial disputes are handled in New York 


City. Other seaboard states have grown in importance during the past twenty 


years, and therefore their laws may well grow in weight as more trade flows through 
their ports. 

The New York Arbitration Law provides that a written submission to arbitrate 
an existing controversy or an agreement to arbitrate future controversies “shall be 
valid, enforcible and irrevocable, save upon such grounds as exist at law or in 
equity for the revocation of any contract.”® Specific performance of the agreement 
to arbitrate can be compelled.® 

The Federal Act of 1925 and most of the commercially important states in the 
United States have provisions similar to that of the New York Law in regard to 
the validity of the arbitration clause.’° 

It is also proper to note that courts in the United States, both federal and state, 
have not shown a disposition to compel arbitration in a foreign jurisdiction. That 
means that if an American national refuses to participate in an arbitration to be 
held in a foreign jurisdiction, even though he has agreed to do so in his contract 
of purchase or sale, courts in the United States are unlikely to compel such par- 
ticipation.** And while some federal courts have stayed actions brought in con- 
travention of an arbitration agreement to arbitrate in a foreign jurisdiction,’ other 
federal courts have issued decisions to the contrary and have permitted trial in the 
courts."* Hence, when the defendant is located in these jurisdictions, the exporter 
and importer may be faced with the choice—not without risk—of proceeding with 
an arbitration without the participation of the defendant. Some courts might en- 
force the award and other courts would refuse to. This emphasizes the need of 
providing for arbitration under the rules and regulations of a tribunal such as the 
American Arbitration Association, whose rules, as previously stated, specifically pro- 
vide for obtaining jurisdiction over a defendant outside of the state or country 
where the arbitration is to be held and in addition for the holding of the arbitra- 

®N. Y. Crvit Practice Act, §1448 et seq. 

7 43 Srat. 883 (1925), 9 U. S.C. (1940) §§1-15. 

®N. Y. Crvix Practice Act, §1448. 

*Id., §1450. 

2° See supra note 4. 

11 Application of Inter-ocean Food Products, 206 App. Div. 426, 201 N. Y. Supp. 536 (1923); In re 
California Packing Corp., 121 Misc. 212, 201 N. Y. Supp. 158 (1923). Insofar as these cases rest on 
the rationale that an award taken outside the state cannot be the basis for a judgment, their authority 
seems shaken by the Gilbert case, infra p. 823. It has been held in New Jersey, on the other hand, 
that the court can order arbitration outside the state, the parties having so agreed. California Lima 
Bean Growers’ Ass’n v. Mankowitz, 9 N. J. Misc. 362, 154 Atl. 532 (1931). 

12 Danielson v. Entre Rios Rys. Co., 22 F. (2d) 326 (D. Md. 1927). 


18The Silverbrook, 18 F. (2d) 144 (E. D. La. 1927), on court’s interpretation of the federal 
Arbitration Act. 
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tion even if the defendant does not appear.’* In such cases, held under the rules 
and regulations of the American Arbitration Association, the courts are likely to 
enforce an award even if the defendant has not: participated in the arbitration hear- 
ings. This is another example of the importance of an arbitration association or 
tribunal as against the informal type of arbitration to which too many foreign traders 
still agree in their contracts. 

Third: Central and South American Republics and Canada. 

a. At several Pan-American conferences commercial arbitration was discussed at 
length. Finally, at the Fourth Commercial Pan-American Conference in 1931, a 
resolution was adopted asking the Pan-American Union to make a study of the 
subject. In 1933 the Pan-American Union made a report to the Seventh Inter- 
national Conference of American States at Montevideo urging the adoption of uni- 
form laws and procedures of arbitration among the American Hemisphere nations. 
But despite this report only Colombia, in the Law of 1938,* adopted a law as broad 
as the laws of England and the United States and some other European countries 
which would definitely uphold the validity of an arbitration clause even if it pro- 
vided for arbitration in a foreign jurisdiction. While Brazil ratified the 1923 Con- 
vention, there seems to be nothing in its law of 1939 or in its civil code which 
would give confidence in the upholding of the validity of an arbitration clause 
calling for arbitration in a foreign jurisdiction or for enforcement of the award 
itself. 

In 1940 a Treaty on International Procedural Law was signed by the Argentine 
Republic, Bolivia, Brazil, Colombia, Paraguay, Peru and Uruguay.” It has not 
been ratified by any of the signatory powers so that at this time it is still without 
meaning or value. Although a merchant can properly assume the validity of an 
arbitration clause in a contract with European or United States merchants, he must 
rely upon the good will of those with whom he deals in Central and South America 
to arbitrate disputes rather than on the laws of those countries. 

b. In Canada, eight of the provinces follow the English law which recognizes 
the validity of arbitration clauses, while the province of Quebec follows French 
law, which also recognizes somewhat limitedly the validity of these clauses.’® 

Wording of Clauses. In addition to having an understanding of just how the 
laws will affect them, it is important for the exporter and importer to understand 
how to word the arbitration clause that they use in their contracts. Careless or 
improper wording might cause the courts of some countries to declare the clause 


488 Mulcahy v. Whitehill, 48 F. Supp. 917 (D. Mass. 1943) (judgment entered by Federal District 
Court in Massachusetts upon a judgment entered in a New York State court, in conformity with New 
York law, upon an arbitration award made against a non-appearing defendant). 

* Law 2 of Feb. 25, 1938, Diario Oriciat No. 23727, March 11, 1938, translated in (1945) 1 Int. 
Ars. J. 212 (International Arbitration Journal, since combined with Arbitration Journal). 

25 SeGuNDO CONGRESO SUDAMERICANO DE DERECHO INTERNACIONAL Privapo, AcTra FinaL, SEGUNDA 
Epicién (Montevideo, 1940) 41; trans. in (1943) 37 Am. J. or Int. L., Supp., 118 and (1945) 1 INT. 
Ars. J. 209. 

2°Domke & Kellor, Western Hemisphere Systems of Commercial Arbitration (1946) 6 Univ. oF 
Toronto L. J. 307, 325-6. 
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invalid despite the general provisions of the law upholding the validity of such 
clauses. And the highly important question whether jurisdiction can be obtained 
over a non-resident of the state or country in which the arbitration is to be held 
may frequently hinge on the wording of the arbitration clause. There are a great 
many associations active in the field of international commercial arbitration, but I 
have chosen as sample clauses those of the International Chamber of Commerce 
and of the American Arbitration Association. 
The International Chamber or Commerce clause’’ reads as follows: 


“All disputes arising in connection with the present contract shall be finally settled under 
the rules of conciliation and arbitration of the International Chamber of Commerce by 
one or more arbitrators appointed in accordance with the rules.” 


The American Arbitration Association recommends various clauses to be used in 
contracts which come under its jurisdiction or under the jurisdiction of organiza- 
tions which it sponsors such as the Inter-American Commercial Arbitration Com- 
mission and the Canadian-American Commercial Arbitration Commission. The 
American Arbitration Association clauses read as follows: 


“Any controversy or claim arising out of or relating to this contract, or the breach thereof, 
shall be settled by arbitration, in accordance with the Rules, then obtaining, of the Amer- 
ican Arbitration Association, and judgment upon the award rendered may be entered in 
any Court having jurisdiction thereof.”1® 

“Any controversy or claim arising out of or relating to this contract or the breach thereof, 
shall be settled by arbitration, in accordance with the Rules, then obtaining, of the Inter- 
American Commercial Arbitration Commission. This agreement shall be enforceable and 
judgment upon any award rendered by all or a majority of the arbitrators may be entered 
in any court having jurisdiction. The arbitration shall be held in ................ or 
wherever jurisdiction may be obtained over the parties.”!® 


In some jurisdiction it is important that the arbitration clauses specifically pro- 
vide for the extent of the powers of the arbiters. Some laws limit the arbiters to 
decisions based strictly on the commercial laws of the country in which the arbitra- 
tion is held. Other arbitration laws allow the arbiters to decide cases on the merits 
without regard to the law. This aspect will be discussed in greater detail at a 
later point in the article, but is mentioned at this point so that the merchant bears 
in mind the possibility of having to include some reference to the powers of the 
arbiter in the abitration clause. 

It is also well to include the clause in each contract of sale and purchase. It is 
unwise to attempt to provide for arbitration by general reference to some other 
written understanding between the parties or by reference to the contract being 
subject to the rules of a trade association which has arbitration rules and acts as 
an arbitral tribunal. Some courts have held that failure to include an arbitration 


17 Int. Cu. oF ComM., op. cit. supra note 5. 
18 Rules and Regulations of American Arbitration Association. 
2° Rules and Regulations of Inter-American Commercial Arbitration Commission. 
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clause in a specific contract indicated lack of intent on the part. of the parties and 
therefore refused to uphold the validity of arbitration provided for in any general 
terms or reference.” 


B. Procedure 


When a dispute arises it is important that the parties know how to arrange for 
an arbitration and then how an arbitration is conducted.” In regard to the selection 
of a tribunal and place of arbitration there are generally two types of clauses. One 
clause specifies that the arbitration shall be held under the rules and regulations of 
a specific association. This may be one of the generic types of commercial or 
arbitration associations such as the International Chamber of Commerce, the Amer- 
ican Arbitration Association or the London Court of Arbitration. Or the clause 
may provide for arbitration before a specific commodity or trade association such 
as the London Corn Association or the Rubber Trade Association of New York 
or any of a great many other similar groups. The clause will frequently specify 
the place in which the arbitration is to be held unless an association is mentioned 
that conducts arbitrations only in one place. That would fix the place of arbitra- 
tion. In the case of the International Chamber of Commerce there is a different 
procedure which will be described later. 

Another type of arbitration clause does not specify an association but states that 
each of the parties is to choose an arbiter and that the arbiters are to choose an 
umpire who will decide in the event that they disagree. Such clauses may or may 
not include designation of the place in which the arbitration is to be held. The 
disadvantage of this type of clause is that the procedure is left to the arbiters and 
umpire to act under the statutory law and that as laymen they may not know the 
law or the proper procedure which will enable the winner to secure a valid and 
enforcible award. Therefore the first type of clause which always specifies an 
association to act as the arbitration tribunal is the more satisfactory of the two. 
For, while it is true that in most countries arbitrators have wider latitude in regard 
to the rules of evidence, the principles of law, and the conduct of arbitration hear- 
ings than do judges in a court of law, it is also true that neglect of some procedural 
item or a disregard of some legal requirement may result in the court having to 
throw out an arbitration award which would otherwise be recognized and enforced 
as a judgment in favor of the winner. 

The many associations, both general and specific, which conduct arbitration pro- 
ceedings have issued their own rules. But these rules have all been prepared with 
a view to the laws of the countries in which the arbitrations are held by the issuing 
tribunal. And as both the American Arbitration Association and International 
Chamber of Commerce deal with arbitrations in many countries of the world, I 
am citing the essentials of their rules of procedure. 

The International Chamber of Commerce provides for conciliation before arbi- 


2° Note, Incorporating Arbitration Clauses by Reference (1944) 8 Univ. or Der. L. J. 26. 
208 See Braden, Sound Rules and Administration in Arbitration (1934) 83 U. or Pa. L. Rev. 189. 
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tration. The American Arbitration Association has no provision for conciliation. 
The Inter-American Commercial Arbitration Commission which was set up under 
the auspices of the American Arbitration Association attempts conciliation before 
arbitration. Those tribunals that have rules for conciliation have set forth simple 
procedures by which committees of the organization attempt to bring the two parties 
together without resort to the judicial proceeding of arbitration. Either party to the 
contract may ask the tribunal to use its good offices in examining the facts of the 
case and in making friendly suggestions to both parties in the hope that‘a com- 
promise can be effected. In the case of the International Chamber of Commerce 
the pre-war rules called upon each party to deposit Fr. Fr. 500 for the expenses of 
the Court of Arbitration in the conciliation proceedings. 

Upon receipt of any written request and the necessary papers, documents and 
the deposit, the proper official of the International Chamber of Commerce informs 
the other party to the dispute through the National Committee of the International 
Chamber of Commerce in his country and invites the other party to accept the in- 
tervention of the International Chamber and to submit his side of the case. If both 
parties agree to accept the assistance of the International Chamber, two or more 
members of the Administration Commission of the International Chamber of Com- 
merce and the Chairman of the Commission constitute a conciliation commission 
and examine all of the details pertinent to the dispute. The parties can appear in 
person, can employ counsel, or submit their statements in writing. After examina- 
tion of written submission or oral hearings, the conciliation commission submits its 
suggestions for settlement. If both parties agree, a record of the statement is pre- 
pared by the commission and the case is considered closed. If the parties do not 
agree, they are at liberty to submit their dispute to arbitration, or if they are not 
bound by an arbitration clause, they may of course appeal to the courts. Nothing 
that takes place before the conciliation commission in any way affects the legal 
rights of the parties to take further arbitration or court action.72 

In regard to arbitration, the rules of both the International Chamber of Com- 
merce and the American Arbitration Association provide substantially for the same 
procedural acts by the parties even though the wording may be somewhat different.” 

1. Both provide for the agreement of the parties to abide by their rules in the 
event that the tribunal is specified in the arbitration clause. 

2. Both outline the method by which either party can write to the tribunal and 
ask for arbitration. They specify the way in which such written demand is to be 
sent and the documents that must accompany the demand. 

3. They outline what the tribunal will do upon receipt of the demand for arbi- 
tration in regard to notifying the defendant and what the defendant is obligated 


*2 Rules of Conciliation & Arbitration in Force as of January 1, 1940, of International Chamber of 


Commerce. 
22 Commercial Arbitration Rules of the American Arbitration Association as amended and in effect 


January 1, 1945. 
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to do in order to fulfill his contractual obligations in replying to the demand for 
arbitration and preparing for the arbitration. 

4. The rules and regulations of both of these tribunals, as of all other tribunals, 
set forth the method in which the arbitrators are to be chosen. The American 
Arbitration Association has a large panel of many thousands of arbitrators through- 
out the United States. The Canadian-American Arbitration Commission and the 
Inter-American Commercial Arbitration Commission also have large panels in Can- 
ada and throughout Central and South American Republics. After both parties 
have completed the preliminaries prescribed by the rules of the American Arbitra- 
tion Association, the Association selects from its panels about twenty names of those 
competent to deal with the issues of the specific case. These lists are sent to both 
parties. Each party eliminates those who are not acceptable. From those who are 
acceptable each party indicates its order of choice. The lists are returned to the 
American Arbitration Association which then selects from one to three arbiters, 
depending upon the wishes of the disputants, from those who are acceptable to 
both, conforming as nearly as possible to the expressed order of choice. If none on 
the preliminary list are acceptable to both parties, upon their request a further sim- 
ilar list will be prepared in an attempt to find arbitrators upon whom both sides can 
agree. If the second attempt fails, the association designates the arbitrator or arbi- 
trators from its panel without further reference to the parties, and both parties are 
bound by this choice. 

In the case of the International Chamber of Commerce, usually one arbitrator is 
selected to hear the case, although at the wish of the parties three arbitrators will 
be appointed. The International Chamber of Commerce does not have large panels 
from which a choice is made. Instead, the National Committees of the International 
Chamber nominate from time to time technical or legal experts who are available 
as arbitrators. If one arbitrator is to be appointed, the Court of Arbitration of the 
International Chamber names the arbitrator from a country other than the countries 
of which the parties are nationals. When three arbitrators are appointed, one is 
selected from the country of which each party is a national and the third is selected 
from a neutral country. 

5. In the case of the American Arbitration Association, the place of the arbitra- 
tion is usually in New York City unless some other part of the United States is 
specifically designated or agreed upon. If the parties fail to agree on a place, the 
Association designates it. In the case of the Inter-American Commercial Arbitration 
Commission both parties should provide for the place of arbitration at the time that 
the contract of sale or purchase is made and the arbitration clause is included. In 
the case of the International Chamber of Commerce arbitration takes place in the 
country and place decreed by the Court of Arbitration of the International Chamber 
unless the arbitration clause has fixed a place by agreement of both parties.”* 


*8The rules of the American Arbitration Association (supra note 22) provide that the parties may 
use the method of each selecting their own arbitrator and still agree to abide by the rules of the Asso 
ciation. In that case the umpire will frequently be from the panel of arbitrators of the Association. 
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6. The rules of both associations provide for the form in which each side is to 
submit its formal agreement to arbitrate and also a statement of its case. The rules 
also provide that the tribunal or the arbitrators fix the time and place for each 
hearing and that written notice will be sent by the tribunal clerk, who is an em- 
ployee of the tribunal association, to both parties. The rules of both the American 
Arbitration Association and the International Chamber of Commerce permit the 
parties to appear in person and to be represented by counsel. If the parties wish, a 
stenographic record of all testimony will be taken at the expense of the parties. 
No figures are available as to the number of cases in which stenographic records 
of the proceedings have been taken. But from my observation this is not done in 
the usual case involving simple contract disputes. 

7. As to the hearings, the rules provide the manner in which the witnesses are 
to be sworn in, the order of the proceedings, the way in which exhibits are to be 
submitted, and the examination of witnesses. All of these procedural matters, which 
may seem to be useless red tape to the average exporter and importer, are necessary. 
Courts are more likely to uphold an arbitration award if matters of form are cared 
for and if correct procedure is followed. They are simply and clearly set forth in 
the two documents cited as references. These pamphlets should be carefully studied 
by those whose contracts include arbitration clauses. 

As a matter of fact, some merchants conduct their own cases from start to finish 
without employing counsel, although the records of the American Arbitration Asso- 
ciation show that these are in the minority. 

8. After the hearings have been concluded, the arbitrators render their award. 
Although officers on the staff of the tribunals may not participate and are not even 
present at the deliberations of the arbitrators, they are helpful to the arbitrators 
in the preparation of the awards so that they are issued in a form which will assure 
enforcement by the courts of those countries which have adequate legal provisions 
therefor. 

g. The rules and regulations of both make reference to the costs and fees. The 
American Arbitration Association has a fixed schedule based on the amount in- 
volved. The Court of Arbitration of the International Chamber of Commerce fixes 
the fees to be paid by the parties and also decides as to whether the costs should 
be paid by the winner or loser. Those who act as arbitrators for the American 
Arbitration Association usually receive no compensation although in special cases 
the Association may fix a fee with the agreement of the parties. In the case of the 
International Chamber of Commerce whatever fees are paid to the arbitrators are 


fixed by its Court. 


C. Powers of Arbiters 
In many jurisdictions there is still doubt whether or not the decisions of the 
arbitrators are final as to the merits of the case and will be enforced by the courts 
or whether the courts will rehear the cases, examine into the merits and issue deci- 
sions of their own which will supersede and perhaps overrule the decisions of the 
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arbitrators. This has its historic background in the age-old struggle of many courts 
to maintain their supremacy against any outside groups making decisions that 
would be legally binding and thereby impinging on the jurisdiction of the judges. 

There is also the problem as to whether or not an arbitrator must base his deci- 
sions strictly on the legal considerations involved in the case or if an arbitrator may 
decide a case according to his view of the intent of the parties and what would be 
fair to both regardless of legal requirements or established principles of law. 

Lawyers are not fully agreed on the two problems of the extent of the power 
of arbitrators and the enforcement of awards. This section deals with the former. 
In my opinion—as a layman—most commercial arbitration cases involve certain 
facts and intents and the equities arising therefrom. If these were cases tried in a 
court of law, a good many of them would be confined to questions that a jury would 
decide. And I think that even though there are businessmen who are always look- 
ing for an out in a non-profitable contract, most foreign traders in those countries 
that have had international commerce for a long time wish only a fair decision 
based on the merits of the case without regard to some of the technical principles 
of contract and sales law. I also think that this attitude will grow in countries 
which are still young in international trade and which are likely to grow and ex- 
pand in that field over the next few decades. Then, too, businessmen want mostly 
to. escape the costs and delays of prosecuting cases through the courts of law as 
well as the risks of decisions by juries that cannot possibly have sufficient back- 
ground to enable them to review the facts intelligently. 

The power accorded to arbitrators by law is not the same in all countries. Gen- 
erally speaking, arbitrators do not and should not ignore the commercial law, both 
statutory and decisional, of the countries in which they conduct arbitrations. But 
the laws give arbitrators greater discretion in some countries than in others. In 
still other countries both of the parties can by agreement, either in the arbitration 
clause or at the time they sign the submission to arbitration, give the arbitrators the 
wide latitude of deciding a case solely on its merits, as they see the merits, without 
regard to the law and perhaps even contrary to a strict interpretation of the law. 

Dr. E. J. Cohn divides the groups of laws defining the powers of the arbitrators 
into three.?* 

1. The Latin group: In countries such as France, Belgium, Italy, some South 
American and Central American Republics, Portugal, and a number of Swiss can- 
tons, the arbitral tribunal (the arbitrators) is bound to observe the rules of law. 
Appeals can be made to the courts which will quash an arbitration award if the 
arbitrators have violated the rules of law in arriving at their award. The laws of 
these countries are also strict in regard to the proceedings by which an arbitration 
is conducted, which gives added emphasis to the importance of having the arbitra- 
tion conducted by one of the organizations that can guide both arbitrators and 
parties in meeting legal requirements. 


**Cohn, Commercial Arbitration and the Rules of Law—A Comparative Study (1941) 4 UNIV. oF 
Toronto L. J. 1, 2-7. . 
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But at the same time the laws of these countries allow the parties to agree, either 
in the contract or in the submission thereafter, that the arbitrators may decide with- 
out regard to the rules of law. In these countries, however, there is a specific dis- 
tinction made between those who are called arbitrators and must abide by the rules 
of law and those who may disregard the law, who are called “amiables composi- 
teurs.” In some South American countries the “amiables compositeurs” are called 
“de facto” arbitrators, whereas those that are bound by the rules of law are called 
“de jure.” 

It is probably better to provide in the arbitration clause in the original sales 
contract that the arbitrators may act “as amiables compositeurs,” rather than to 
have them bound by the rules of law in the original contract with the hope that 
afterwards both parties will agree in the submission to make the arbiters “amiables 
compositeurs.” The party with a weak case will undoubtedly refuse this enlarge- 
ment of powers. 

2. In a second group, “the arbitrator is free to decide even contrary to the 
ordinary laws of the land.”° In most countries that give the arbitrator such broad 
powers, there is no explicit law conferring these powers on him. But the laws 
make no provision for any appeal to the courts or give any other remedy in the 
event that the arbitral award is contrary to the law. Hence, by default of legal 
provisions to the contrary and by the broad provisions of the law pertaining to the 
enforcement of arbitral awards, the arbitrators have in effect the powers of “amiables 
compositeurs” and may decide the cases entirely on their merits without having to 
consider the commercial laws of the country in which the arbitration is held. There 
is, however, one important legal distinction between the powers of the “amiables 
compositeurs” as described in 1 and the arbitrators in 2. “Amiables compositeurs” 
are actually freed from having to consider the rules of law. The arbitrators, as 
described in 2, are not explicitly freed by law from having to consider the rules of 
law but are not bound to consider the rules of law because of the absence of laws 
so binding them and because of the laws pertaining to the enforcement of arbitra- 
tion awards. The more important European countries, whose legal code allows 
the arbitrators to have such broad powers, are Scotland, Germany, Austria, Nor- 
way, Poland and Denmark. This is also true in Japan as well as in the Federal 
Arbitration Statute of 1925 in the United States and the statutes of many individual 
states, including New York, whose importance in international commercial arbitra- 
tion has already been mentioned. 

3. In his third group Dr. Cohn includes England, some of the British Domin- 
ions and some American states in which the arbitrators must observe the rules of 
law unless the parties by agreement have absolved them from this duty. Under 
English law, which is followed by some of its Dominions as well as a few American 
states, the parties to the arbitration may ask the courts for a legal opinion on any 
point while the arbitrators are holding their hearings. By their right to compel the 


*5 1d. at 4. 
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arbitrators to submit a case to the courts and by the compulsion on the arbitrators 
to follow the decision of the courts in regard to the law, the parties can make the 
rules of law a binding guide upon the arbitrators as long as no award has yet been 
made. In practice this still leaves the arbitrators great powers in deciding a case 
on its merits while enabling the parties to prevent an arbitrator from completely 
disregarding the rules of law through their right to ask the courts for a ruling 
during the conduct of the proceedings. The laws pertaining to the “amiables com- 
positeurs” do not permit any appeal to the courts for a legal ruling at any time so 
that arbitrators in such proceedings could even reach an award which would be 
contrary to the law of the land and there would be no relief accorded to the loser. 

As a layman who has represented his company in arbitration proceedings as 
well as having been a commercial arbitrator in a good many cases, I think that 
the third group of laws probably gives the greatest protection to both parties. But, 
of chief importance, is the knowledge of the merchant as to what the powers of 
the arbitrators are in the jurisdiction in which he agrees to arbitrate so that when 
he issues a contract of sale or accepts a contract of purchase, he knows what the 
powers of an arbitrator will be in the event that he and his fellow merchant disagree. 


D. Enforcement of Awards 

It is, of course, useless to sign a contract with an arbitration clause if one party 
can afterwards refuse to arbitrate and get away with it. Also, an arbitration pro- 
ceeding and award are of no value if the loser can successfully refuse to obey the 
award. This does not mean that there are not a great number of companies that 
would abide by arbitration awards against them even if there were no laws com- 
pelling them to do so. But the whole strength of commercial arbitration as a 
method of settling international trade disputes is limited if the loser can welch 
successfully. And the courts have so well and so jealously guarded their prerog- 
atives as the final determinants of the rights of parties in dispute that the situation 
affecting the exporter and importer who agree to international commercial arbitra- 
tion is not uniformly clear and simple. At best only a survey can be made indi- 
cating what the merchant can probably expect if he wins an arbitration award 
and has to refer to the courts to enforce that award without having to retry the case 
before judge and jury. 

1. After the Geneva Protocol of 1923, upholding the validity of arbitration 
clauses, there was another convention in Geneva in 1927 at which it was agreed 
that the parties signatory thereto would enforce awards against their own nationals, 
that were made in their own territory or in the territories of other states signatory to 
the Convention. Some of the signatory nations made their ratification of the Con- 
vention subject to the fulfillment of certain conditions of form. But in the main the 
intent was that the signatory powers would recognize arbitrations made in each 
other’s jurisdictions.”® 

It is important to note that neither the United States nor any of the other West- 


2° Int. Cu. oF Comm., Brocuure No. 91 (1936). 
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ern hemisphere nations participated in the Convention or afterwards ratified it. It 
is also important to know that in some countries the “conditions of form” are 
sufficiently complicated to raise grave doubt as to whether or not an arbitration 
award would be enforced by the courts. Of all of the countries that ratified the 
Geneva Convention of 1927, England probably has the most liberal laws toward 
enforcing arbitration awards without retrying the cases in the courts.?’ There are 
a few restrictive conditions in English law which in practice do not affect a properly 
handled arbitration case and properly drawn award. In English law: 

(a) Arbitration held in a foreign jurisdiction will be considered valid if the 
subject matter is one that can be arbitrated under English law. 

(b) English law will uphold an arbitration award if the award would be upheld 
in the country in which it was made. 

(c) The award will be upheld if all of the procedures initiating the arbitration, 
holding the hearings and writing the award were correct. 

(d) The award will be upheld unless there is ground for assuming the miscon- 
duct of an arbitrator or an error of law appearing on the face of the award. 

Point (d) is of particular significance and will be discussed in greater detail later. 

In Belgium if an arbitration award makes specific reference to the Geneva Con- 
vention, the Belgian courts are likely to give it added weight in their enforcement 
of the award.8 

The Swiss courts will enforce awards against their nationals in arbitrations held 
in France and in Spain as Switzerland has a treaty with France and with Spain 
pertaining to the mutual enforcement of civil judgments. Arbitrations held in 
others of the ratifying countries to the Geneva Convention are not sure of being 
upheld by Swiss courts as Switzerland does not have similar treaties with them 
and the Geneva Convention is therefore not observed.” 

In France the courts were for years hostile to enforcing commercial arbitration 
awards. Even after the 1927 Geneva Convention the courts did not materially 
change so that merchants could not be certain as to what would happen if a French 
loser refused to live up to an award. But latterly the French courts have tended 
to uphold arbitration awards in foreign jurisdictions unless the subject matter of 
the arbitration was one that could not legally be arbitrated under French law, such 
as matrimonial differences or disputes between parents and children. But as these 
do not come under the heading of international commercial disagreements, the 
exporter and importer can assume the probability that the French courts will uphold 
an arbitration award made in a foreign jurisdiction.*° 

In Holland the courts customarily enforce arbitration awards if not contrary 


*7 Cohn, loc. cit. supra note 24; Macassey, The London Court of Arbitration (1945) 1 Int. Ars. J. 
180, 188 ff. 

28 Int. Cu. of ComM., Brocnure No. 88 (1934). 

*° Int. Cu. oF ComM., BrocHure No. 61 (1927). 

*°Domke, Arbitral Clauses and Awards; Recent Developments in French Law (1943) 17 Tuvane L. 


REV. 447, 155. 
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to the morals of the country and if the arbitration has been held in one of the coun- 
tries that ratified the Geneva Convention.** 

Also, in the countries that ratified the Geneva Convention the courts generally 
would be likely to upset an arbitration award if there is evidence of dishonesty on 
the part of the arbitrators or if the award is contrary to the morals or public policy 
of the country in which the award is to be enforced. There is also the problem of 
unarbitrable material, such as the two observations relating to France and such ex- 
amples as cases involving gambling, black market operations or smuggling. 

Hence the merchant should understand that if he enters into a contract which 
involves dealings outside of the law or of public policy, the courts may well and 
properly refuse to uphold an arbitration award even though the two parties had 
previously agreed to settle their differences by arbitration. Assuredly that is as it 
should be. 

2. In the United States, Gilbert v. Burnstine, decided by the highest New York 
court in 1931, is the foremost authority for the enforcement in this country of arbi- 
tration awards made in foreign countries.*” In the Gilbert case, the award was 
rendered by a London tribunal after notice of the arbitration had been served on 
the defendant in New York. The defendant refused to appear before the tribunal 
in London and did not participate in the arbitration. Nonetheless, the New York 
court held that the award would be enforceable in New York if the arbitration had 
been held in conformance with the arbitration law of England. 

It is important to note that the Gilbert case conditioned the enforcement here of 
foreign arbitration awards on the proper acquisition by the foreign arbitration 
tribunal of jurisdiction over the non-English defendant. If the foreign arbitration 
tribunal does not acquire proper jurisdiction over the American national defend- 
ant, then it is entirely possible that the American defendant could successfully 
defend an action in the courts in this country on the award granted by the foreign 
tribunal. But it is simple for the foreign tribunal to acquire jurisdiction over the 
American national as a properly drawn arbitration clause will provide for the arbi- 
tration tribunal, the place in which the arbitration is to be held and that the Amer- 
ican resident submits, by signing the contract containing the arbitration clause, to 
the jurisdiction of the foreign arbitration tribunal. Under those circumstances the 
award will probably be enforced in almost all important international trading states 
in the United States. The Gilbert case and subsequent cases which have followed 
it have probably done more in the United States for the enforcement of arbitration 
awards rendered by foreign arbitration tribunals than the Geneva Convention of 
1927 did. for the states which ratified it.* 

3. Among the Central and South American Republics there are no laws en- 

*1 Letter from the Hall Trading Corporation, Rotterdam, to the author, quoting the information of 
ag v. Burnstine, 255 N. Y. 348, 174 N. E. 706 (1931). 


*8 Domke & Kellor, supra note 16; Note, Enforcement of British Awards by New York Courts (1945) 
1 Int. Ars. J. 66. 
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forcing arbitration awards made in foreign jurisdictions with the exception of the 
1938 law in Colombia. Despite the Treaty of International Procedural Law at 
Montevideo in 1940, to which reference has already been made, the signatory states 
have not passed the necessary legislation. And most of the Central and South 
American Republics did not participate in the Montevideo Conference resulting in 
that treaty. They, too, have no arbitration enforcing laws. 

The Conference specifically recommended the enactment of legislation to enforce 
arbitral awards made in signatory states. And it is to be regretted that no action 
has been taken despite the expressions of good-will in this resolution and despite the 
active work of the Inter-American Commercial Arbitration Commission.** 

Letters have been received from attorneys in Bolivia, Brazil and Peru expressing 
the opinion that the courts might enforce a foreign arbitration award, but at the 
same time explaining that there is such great uncertainty that businessmen cannot 
count upon such court action. 

4. There is no Dominion statute in Canada. In eight of the provinces there 
are provincial laws modelled along the lines of the English Law of 1934, and the 
law of Quebec follows the French law. Therefore a merchant can conclude with 
a high degree of safety that an arbitration award made outside of Canada will be 
upheld by Canadian courts. 

A review of the situation, therefore, indicates that exporters and importers have 
to rely on the good-will of the losers or upon the pressures of business associations 
and trade customs for the enforcement of arbitral awards in most countries. The 
law and courts giving greatest assurance of enforcement are in England and the 
United States. This is not a very satisfactory situation although the meager statis- 
tics that have been made available to me indicate a good record of compliance. 
Because of the war a good many associations have either failed to reply to ques- 
tionnaires or have not had access to their old records. 

The International Chamber of Commerce reports that 87 percent of the awards 
of which they have any knowledge were paid by the losers.*® Most of these were 
cases arbitrated in European countries. 

American and United Kingdom records are also satisfactory, particularly since 
the English Law of 1934 and the case of Gilbert v. Burnstine in New York. 

The laws of Central and South American Republics are definitely inadequate, 
and the record of those whose contracts have contained informal arbitration clauses 
has been none too good. But the Inter-American Commercial Arbitration Com- 
mission has done and is doing a good educational job, and its recent report indi- 
cates much progress. In its First War Period Report it cites three hundred and 
sixteen cases that came within its purview during 1942-43.°° Of these, one hundred 
and thirty-two cases were settled by negotiation by the staff of the Commission. 
One hundred and nine cases were withdrawn or settled without help from the 


*¢ (1945) 1 Int. ARB. J. 209; Domke & Kellor, supra note 16, at 315. 
*5 Int. Cu. OF ComMM., op. cit. supra note 5. 
°° IwreR-AMERICAN CoMM. ARB. ComM., First War Periop REPorT. 
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six came to formal arbitration. 


of insecurity in which enforcing legislation is needed. 


of arbitration awards made in foreign jurisdictions. 


III. Arsrrration TRIBUNALS 


handle all types of disputes, including international commercial cases. (I 


commercial arbitration are those in England. In the pre-war period, the 


ciation about 1,000.27 In addition to these, there are the London Fur Trade 


others.38 


deal of buying and selling of goods moving in international commerce was 


** Ibid. 





Commission. Seventy-five were still unsettled when the report was issued. Only 


While today there is every reason for international traders to agree to arbitra- 
tion either in England or in the United States, there would seem to be little reason 
for the nationals of either of these countries to feel secure if their contracts of sale 
or purchase call for arbitration elsewhere in the American hemisphere or in a good 
many European and Far Eastern countries. A few European countries approximate 
the security that English and American law give. But there are far greater areas 


If exporters and importers conclude that commercial arbitration is of advantage 
to them, they have much to do through arbitration associations and through their 
commodity and trade associations to obtain legislation needed for the enforcement 


There are two types of associations that have arbitration tribunals to settle inter- 
national commercial disputes. First, there are a number of commodity associations, 
trade associations and local chambers of commerce that are active in arbitration 
work. Second, there are associations organized solely for arbitrations and which 


International Chamber of Commerce with this second type even though arbitration 
is only one of the many functions that it performs for the international merchant.) 
A. Probably the principal commodity associations in the field of international 


Corn Trade Association is reported to have handled about 20,000 cases annually, 
the Incorporated Oil Seed Corporation about 7,000 and the London Jute Asso- 


tion, Inc., the Coffee Trade Federation, consisting of three different coffee groups, 
the London Spice Trade Association, the London Rubber Trade Association, the 
British Wool Federation, the General Produce Brokers’ Association of London, the 
Hide Shippers’ and Agents’ Association, the Liverpool Cotton Exchange and many 


Britain’s pre-eminence in the field of international commercial arbitration is un- 
doubtedly due to the fact that Britain has for so many centuries been the leader 
among the foreign trading nations of the world. Prior to World War I a great 


by merchants in London even though the goods were non-British in origin and 
were shipped to non-Empire destinations. The trading importance of London as 
a world center helped English commodity and trade associations become the focal 
points of establishing trade customs and of arbitrating international commercial dis- 
putes. With the tremendous amount of buying and selling through London dealers 


’* Note, London Trade Associations and Commodity Exchanges (1945) 1 Int. Ars. J. 202. 
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as a basis, English trade associations drew within their orbit of influence sellers and 
buyers in other markets of the world who would agree in their contracts of sale 
and purchase to arbitrate their differences before the English commodity association 
or trade association relating to their product. 

In addition to commodity and trade associations there are some local chambers 
of commerce in England which have been active in the field of international com- 
mercial arbitration because the centers in which they have been located were for 
many years the leading world producers of certain goods. Among these are the 
Manchester Chamber of Commerce and the Bradford Chamber of Commerce. Man- 
chester dominated the cotton cloth market and Bradford the woolen cloth market 
until the post World War I period.*® 

There are some similar organizations in various parts of continental Europe, but 
because of the war I have found it impossible to obtain information about those 
which were active in the field of international commercial arbitration during the 
last two decades. They have not been as important as the English associations. 

Although there are a great number of commodity and industry associations in 
the United States, few have been active in the field of international commercial 
arbitration. A great many have rules and regulations for the arbitration of domestic 
disputes among their members, and many of these obtained the help of the Amer- 
ican Arbitration Association in the writing of their rules and regulations. A few 
months ago I sent more than one hundred and fifty questionnaires to trade and 
industry associations in the United States whose members are active in export and 
import trade. Of those that answered, few have rules and regulations covering 
arbitration of disputes between their members or between their members and for- 
eign nationals to whom they export or from whom they buy for import. And of 
the few who have rules, only eight have had actual experience in the handling of 
arbitration cases. Of these, four had no statistical records. Of the other four, the 
Rubber Trade Association was the most active with about seventeen hundred cases, 
many of which involved disputes between the American importers and foreign ex- 
porters. Their records indicate that the losers complied with the awards in every 
case. The other three together had about one hundred cases, of which there was 
an incomplete record as to what happened. 

It is also interesting to observe that national associations in the United States 
such as the National Foreign Trade Council and the National Council of Amer- 
ican Importers have no rules and regulations for arbitration. They refer their 
members either to specific commodity and trade associations or more usually to the 
American Arbitration Association. Also, the Chamber of Commerce of the United 
States is not active in the field of commercial arbitration, national or international. 

Of many local chambers of commerce, few are interested in foreign trade, and 
of those few only the New York State Chamber of Commerce is active in arbitra- 


°° Kettor & DoMKE, ARBITRATION IN INTERNATIONAL CONTROVERSY (1945) 54. 
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tion. The New York State Chamber was one of the pioneers in. the field of com- 
mercial arbitration. ; 

It is important to know about the English commodity associations as many 
exporters and importers who buy and sell in the markets of the world will find that 
their contracts include an arbitration clause stipulating one of the English asso- 
ciations as the arbitration tribunal. And it is interesting to observe that the English 
commodity associations such as those referred to have had more arbitration cases 
in a year than international groups such as the American Arbitration Association 
and the International Chamber of Commerce have had in this field during the 
entire course of their existence. . 

B. In this group belong those associations or arbitration tribunals which either 
have been organized solely for arbitration or which are international in their opera- 
tions even though arbitration is only one of their functions. Whereas commodity 
associations handle international arbitration cases, they are located in only one place 
and all disputes must be referred to them at that place. On the other hand, the 
International Chamber of Commerce arranges for arbitrations to be held in any 
country of the world, and the London Court of Arbitration, while located in Lon- 
don, is organized solely for arbitration. The American Arbitration Association is 
also organized solely for arbitration, and while located in the United States, has 
affliated with it the Inter-American Commercial Arbitration Commission and the 
Canadian-American Commercial Arbitration Commission and also has reciprocal 
arrangements with associations in other countries. 

1. The oldest of this type of arbitration tribunal is the London Court of Arbi- 
tration which was founded in 1892.*° It is a joint committee of the London City 
Corporation and the London Chamber of Commerce. Although originally organ- 
ized to settle commercial disputes, it is today a tribunal for all kinds of disputes 
that can be legally arbitrated in London. The joint committee is called the Court 
and consists of twenty-four members appointed by the City Corporation and the 
Chamber of Commerce. It is the committee of control and does not itself sit as 
a tribunal. It appoints arbitrators and umpires, selecting them from a panel of 
experts who are authoritative in the field of the dispute. Needless to say, the 
panel of experts has been chosen with great care as to the integrity and impartiality 
of its members as well as their technical competence. The 1928 rules of the Court 
were amended to conform with the English Arbitration Act of 1934 and so com- 
ply with all of the provisions of English law. Although individual commodity and 
trade associations, such as those previously referred to, have their own rules and 
regulations, many have modelled them on the rules of the London Court. The 
London Court prefers to appoint one arbiter although it will appoint three at the 
request of the parties. 

During the years of its existence the court has settled disputes between British 
nationals and the nationals of many European countries, the Union of Soviet So- 


“° Macassey, loc. cit. supra note 27. 
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cialist Republics, the United States, Argentina and the Far East. These cases dealt 
not only with many commercial disputes covering a wide range of commodities 
but also with cases involving insurance companies, manufacturers of different types 
of goods, building constructors, and other business relationships.’* 

2. World War I did much to change the channels of foreign trade. Goods 
from the Far East that had been shipped to Europe and then trans-shipped to the 
United States were shipped direct as new steamship lines and conferences were estab- 
lished. The dollar became a more widely used currency in foreign trade than it 
had been prior to World War I when many exports from the United States and 
imports into the United States had been sold and bought in sterling even though 
the trade was done with non-British Empire nations. In the early 20’s, much for- 
eign trade was done in Holland guilders, French francs, Swiss francs, and other 
currencies, until there was such widespread currency deflation and the pound ster- 
ling again became the common denominator for so much of the foreign trade of 
the world. But the pound sterling never achieved its full pre-World War I impor- 
tance and there were other factors in international trade which made many of the 
lesser countries more active in matters pertaining to trade customs and techniques. 

The creation of the International Chamber of Commerce was one indication of 
a growing interest by the United States and other countries in taking an active part 
in international business policies. It was founded in 1920 by business groups in 
Belgium, Italy, France, England and the United States. Between 1920 and 1939 it 
grew until it was represented in forty-six countries, of which thirty-four had estab- 
lished national committees. There was an American division which has recently 
been reorganized as the United States Associates of the International Chamber of 
Commerce with an office in New York City. 

During the nineteen years of its existence before the outbreak of World War II, 
it was active in all fields of international trade such as finance, transport, trade 
customs, dealing with governmental authorities and with the League of Nations. 
Until 1939 it maintained its headquarters in Paris. It then moved partly to Stock- 
holm. With the war over, it is reorganizing and making plans to be even more 
active in the future than in the past. A number of national committees are already 
functioning. There have been some meetings in London and further sessions are 
planned for this summer. Among them will be a session dealing with inter- 
national commercial arbitration in which the American Arbitration Association will 
participate. 

In 1921 a committee was appointed on international commercial arbitration to 
establish a system which would have the acceptance of foreign traders in all coun- 
tries and which would have legal recognition from governments pertaining to the 
validity of arbitration clauses, the appointment of arbitrators, the powers of arbi- 
trators and enforcement of awards. Specifically, the committee had to consider 
first the needs and desires of those actively engaged in international commerce and 


“1 Id. at 192. 
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second what could be done toward obtaining uniform legislation on those points 
discussed in Part II. 

In 1922 a court of arbitration of the Chamber was established and rules of arbi- 
tration were announced. The court began active work in 1923. At the same time 
a permanent committee on arbitration was appointed to work with governments in 
order to obtain the needed legislation. The committee did much toward accom- 
plishing the Geneva Protocol of 1923 and the Geneva Convention of 1927. But as 
has been explained, these are limited in their effect and there is still a great deal 
to be done before a merchant can assume the recognition by law of an arbitration 
award. 

The court itself does not arbitrate. It appoints the arbitrators as has been de- 
scribed in Part II, Section B. There is no formal panel of arbitrators, but the court 
always tries to obtain experts who can deal adequately and fairly with the dispute 
at hand. 

The rules and regulations are changed constantly with changing commercial 
conditions and with new legislation. 

The 1939 report of the court stated that something over seven hundred cases had 
been handled since its establishment in 1923. One hundred and twenty were settled 
by conciliation. One hundred and twenty-three were settled outside of the court 
on the intervention of the Chamber, but without any active part by the Chamber 
or the court. In thirteen cases the court appointed an umpire after the parties 
chose the arbitrators, and there is no record of the outcome. Seventy-seven cases 
were settled by arbitral award. Three hundred and thirty-two cases were dropped 
in the early years as the contracts had not included a valid arbitration clause and 
so an arbitration award could not have been made effective. Thirty-seven cases 
were pending in 1939.*” 

The International Chamber of Commerce has worked out an arrangement with 
the American Arbitration Association as a result of which cases brought before its 
court of arbitration for hearing in the United States are referred to the American 
Arbitration Association and conducted under the rules and regulations of the latter. 

3. (a) The American Arbitration Association was organized in 1926 as a con- 
solidation of the Arbitration Society of America and the Arbitration Foundation. 
Commercial arbitration in the United States began its substantial growth with the 
enactment of the New York State Law of 1920, the Federal Act of 1925 and the 
establishment of the American Arbitration Association. It is a non-profit making 
and non-partisan membership association which is authorized under its charter to 
maintain arbitration panels and administer arbitration tribunals. It has provided 
facilities for arbitration throughout the United States and its cases are non- 
commercial as well as commercial. Its panels now number more than ten thousand 
arbitrators in more than fifteen hundred cities. Its rules and regulations meet 


“2 Address of John P. Gregg, Executive Director, U, S. Associates, Int. Ch. of Comm., on Commercial 
Arbitration through the International Chamber of Commerce Court of Arbitration (Boston, June, 1945). 
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American legal requirements and have served as a model for a good number of 
specific commodity and industry associations.** Although no statistical record of 
the number of international commercial cases held under its jurisdiction is avail- 
able, there has been an increasing number as more and more American merchants 
have provided for arbitration in the United States in their contracts of sale and 
purchase. And during the war British, French and Dutch purchasing commissions, 
as well as the Amtorg Trading Corporation, which represented Russian trade in- 
terests, provided for arbitration of contract disputes with American nationals under 
the jurisdiction of this association. 

In addition to acting as an important tribunal in the United States, the Amer- 
ican Arbitration Association has been active in the field of furthering international 
commercial arbitration in other centers. It now has reciprocal arrangements with 
many foreign organizations. It made an arrangement with the American Chamber 
of Commerce in London in 1934 to recommend the use of a clause under which 
the rules of the Chamber will be used when the arbitration is to be held in London 
and the rules of the Association when it is to be held in the United States. It 
has a similar agreement with the Manchester Chamber of Commerce, although this 
is limited to commodities in which the Manchester Chamber is primarily inter- 
ested.*° Its arrangement with the International Chamber of Commerce has already 
been described. It is now working on a similar agreement with the Chamber of 
Commerce in the Philippine Islands in Manila, another agreement with a delega- 
tion representing the Chinese government, and is planning a further extension of 
such arrangements.*® 

3. (b) The Inter-American Commercial Arbitration Commission, to which ref- 
erence has already been made, has its headquarters in New York with the American 
Arbitration Association and is guided by it in matters pertaining to organization 
and administration. Actually the members of the Commission represent all of the 
twenty-one American republics, and nominations for membership on the Commis- 
sion are approved by the Pan-American Union.** National Committees appointed 
in each republic conduct the practical operations of the Commission. These national 
committees organize panels of arbitrators, educate business and professional men 
in the use of arbitration and work toward obtaining legislation which will uphold 
the validity of arbitration clauses and enforce arbitral awards. As has already been 
stated, the Commission has made great progress in the field of education and is 
daily obtaining wider acceptance of commercial arbitration among the Western 
hemisphere nations and is also doing much to obtain compliance with arbitration 


*8 Domke & Kellor, supra note 16, at 319. 

“* Td. at 321. 

‘5 Ibid. 

“° Note, United States—Philippine Commercial Arbitration Service (1945) 1 Int. Ars. J. 114. 

“7 Domke & Kellor, supra note 16, at 308 ff.; Rules and Regulations of the Inter-American Commercial 
Arbitration Commission. 
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awards even though the laws of all but the United States and Canada will not 
enforce them if issued in a foreign jurisdiction.*® 

The Commission issues monthly reports to its members citing examples of the 
cases that have been held in its jurisdiction and containing other information that 
is interesting and educational and which will do much to teach businessmen about 
arbitration and what they must do if they would arbitrate properly. But good-will 
alone is not a sufficient safety factor when prices turn downward and the unscru- 
pulous merchant refuses to live up to his contract. For that reason the Commission 
must continue to work toward improving existing legislation. 

3. (c) Canadian-American. In 1943 an agreement was concluded between the 
American Arbitration Association and the Canadian Chamber of Commerce, as a 
result of which both groups set up the Canadian-American Commercial Arbitration 
Commission. The Commission does not arbitrate cases, but each section of the 
Commission—Canadian and American—maintains panels of arbitrators in its re- 
spective jurisdiction. The Commission has adopted rules of procedure similar in 
content to those rules already described. Its headquarters in the United States 
are at the American Arbitration Association in New York and in Canada at the 
Canadian Chamber of Commerce in Montreal.*® 

In addition to spearheading the development of the Inter-American and the 
Canadian-American Commercial Arbitration Commissions, the American Arbitra- 
tion Association has been working toward the coordination and synchronization of 
all three systems into a combined Western hemisphere system.®® An arbitration 
clause has been worked out to be included in all contracts between nationals of 
any of the American hemisphere republics and Canada. It would provide that an 
arbitration to be held in the United States would be under the jurisdiction of the 
American Arbitration Association; in the Latin-American republics, under the rules 
of the Inter-American Commercial Arbitration Commission; and in the Dominion 
of Canada under the rules of the Canadian-American Arbitration Commission. 
Whereas this would give validity to the arbitration clause itself and would do much 
to permit the use of arbitration among those who, of their own accord, are willing 
to abide by decisions made against them, it must again be borne in mind that only 
the laws of the United States and Canada in the Western hemisphere give assur- 
ance to the winner that he can enforce an arbitration award in the courts. Hence, 
the combined system cannot really become effective until the Central and South 
American republics improve their legislation in this regard. 


IV. ConcLusion 


From the analysis that has been made it is obvious that there is need for sub- 
stantial improvement in the field of international commercial arbitration. There 


“8 Some laws will enforce an arbitration award if the arbitration is held within their own jurisdiction 
even though a foreign national is a party in the case. But even this is not uniform among the Central 
and South American Republics. 

“°Domke & Kellor, supra note 16, at 325. 
5° Id. at 328. 
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are a great many legal problems that press for solution, and on the operating level 
there is also much progress to be made. Wider and more thorough knowledge of 
arbitration techniques is essential if arbitration is to grow in use among exporters 
and importers. In this there is great promise in the post-war activities of the 
American Arbitration Association and the International Chamber of Commerce. 

In its infancy arbitration was attacked most vigorously because “it ousted the 
courts of jurisdiction.” But, although many courts are still hostile to commercial 
arbitration, the purely legalistic and jurisdictional attacks of the courts have lessened 
and current criticisms are more realistic and more substantial. Mr. Philip G. Phil- 
lips expressed the view ten years ago that the freedom of arbitrators in jurisdictions 
such as New York to ignore principles of law introduced an element of uncertainty 
in business relations and made impossible the predictability of the legal conse- 
quences of business acts.°' It was his contention that the obligation of the courts 
to follow settled legal principles gave businessmen the assurance that they needed 
in making spot, daily decisions. But it has been my observation and experience 
that although arbitrators in New York have great freedom in ignoring settled prin- 
ciples of law, in practice they do not act arbitrarily or with caprice. On the other 
hand they give careful attention to any legal citations that are made during the 
course of an arbitration, and they are keenly aware of statute law and court deci- 
sions affecting the controversy before them. When they depart from the settled 
law it is only in the interest of substantial justice applying to the specific case with 
which they are dealing. 

And furthermore, businessmen frequently prefer arbitration based on facts as 
interpreted by arbitrators to the uncertainty of the way in which the courts will 
appraise commercial facts, particularly in the field of international trade. More 
often than not the services of businessmen who have an understanding of the tech- 
niques and practices of international trade will result in more equitable decisions 
than cases that come before the courts, whose decisions must be based on the de- 
termination of facts either by courts or juries who cannot be conversant with mer- 
cantile problems and customs. 

In his article on business arbitration®? Dr. Heinrich Kronstein makes several 
points of opposition in principle to commercial arbitration. A number of these 
points are applicable particularly to international commercial arbitration. Sum- 
ming up his objections, they are based on his conclusions that commercial arbitration 
helps rule by big business to the detriment of both the public and smaller inde- 
pendent business. 

In support of his thesis, Dr. Kronstein lists a number of examples such as the 
use of arbitration to further cartel practices, the use of arbitration by exchanges as 
a result of which a member can well be expelled for refusal to abide by an arbitra- 
tion award and thereby forced out of business, and similar use of arbitration by 


52 Phillips, 4 Lawyer's Approach to Commercial Arbitration (1934) 44 Yate L. J. 31. 
52 Kronstein, supra note 4. 
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commodity associations that would blacklist a loser who failed to comply with an 
arbitration award. He further contends that there are grave dangers of permitting 
arbitration tribunals to decide on the validity of contracts, to rule in matters per- 
taining to patents and trade marks and to set up an extra-legal compulsion from 
which there is no appeal or recourse to the courts. 

Although a number of these points are supported by the examples that Dr. 
Kronstein gives, I do not think that opposition to international commercial arbi- 
tration, as an advantageous method of settling commercial disputes among foreign 
traders, is the necessary and irrevocable conclusion. Dr. Kronstein’s argument does 
pose a number of problems, but I think that these problems can be solved as laws 
are changed to meet the needs of arbitration discussed supra in Part II of this 
paper. It should be entirely possible to incorporate in such legislation provisions 
to prevent the perversion of arbitration procedures for the selfish and improper 
ends of any business group. 

At the present time there is a greater demand for merchandise than manufac- 
turers and merchants can possibly supply. It is therefore an appropriate time to 
plan for the future when goods will again be plentiful and when, in a period of 
surpluses and declining markets, commercial disputes will grow in numbers and 
in bitterness. Exporters and importers who favor arbitration as the method of 
settling the disagreements should now work with the American Arbitration Asso- 
ciation and the International Chamber of Commerce and other organizations in 
their efforts to obtain sound legislation which will not only improve existing com- 
mercial arbitration but also prevent possible abuses. 

First, the international merchant needs legislation in most countries of the world 
which will insure universal recognition of the validity of the arbitration clause, 
which will adequately define the powers of the arbitrators in all jurisdictions, and 
which will enable the enforcement of foreign arbitration awards in the jurisdictions 
of the losers. 

But there should also be enacted protective legislation to allow the courts to invali- 
date arbitration awards in cases involving cartel control of patents or trade marks or 
other restrictive practices in the production and distribution of goods. The legis- 
lation should also clearly establish that if two parties enter into a contract that is 
contrary to public policy or contrary to the laws of the countries of either the buyer 
or the seller that the contract is obviously unenforceable and that arbitration is there- 
fore invalid in such situations. 

Whereas the powers of the arbitrators should be broad, an appeal to the higher 
courts should be possible in the event that the arbitrators are guilty of fraud or of 
dishonesty or of obvious prejudice. 

Some of the weaknesses ascribed to international commercial arbitration are 
inherent in the business system as currently practiced. More fundamental changes 
than elimination of or emasculation of commercial arbitration are needed to correct 
these abuses. Weaknesses properly attributable to arbitration are few and minor 
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compared with the great advantages in practice, particularly to the average exporter 
and importer who is limited in his knowledge of foreign trade techniques. Such 
exporters and importers are eager to avoid disputes with each other. When dis- 
putes do arise, their chief concern is for a speedy, economic and fair settlement of 
the disagreement so that they may continue their business relations with each other 
with harmony and good-will prevailing on both sides. A system of international 
arbitration conducted by tribunals of a high integrity and thoughtful understand- 
ing, and backed by laws of the international trading countries of the world, would 
give assurance to merchants and manufacturers of all countries that the barrier of 
commercial disputes can be easily surmounted. 

















PROTECTION OF FOREIGN INVESTMENTS 


Epwin BorcHarp* 


I 


It is commonly assumed that the quest for foreign exchange, including among 
other methods excessive tariffs, import quotas, embargoes, preferences, subsidies, 
licenses, exchange controls, clearing agreement, currency depreciation, multiple cur- 
rency, barter deals and discriminations of all kinds,‘ and similar methods of crip- 
pling international trade, were the voluntary means by which certain countries 
gained advantage over others,” resulting ultimately in an artificial channeling of 
international trade and stagnation on a wide scale. It is not sufficiently observed 
that the unwise arrangements of the Treaty of Versailles in keeping down the sub- 
sistence level of certain countries while promoting that of others, had much to do 
with the difficulties created for trade in the period between the two wars. Indeed, 
a strong argument could be made to show that the support of such a phenomenon 
as Hitler by the German people was itself a product of that despair in which Central 
Europe found itself. 

It is now proposed to lift the barriers to international trade by injecting into the 
blood stream a large amount of American funds through UNRRA, the Bank for 
Development and Reconstruction and the Monetary Fund of the Bretton Woods 
agreements, loans from the Export-Import Bank, whose lending power has been 
greatly increased, and similar “loans” and devices. At the same time the powers that 
be have planted in the system such a treaty as is contemplated by the Potsdam 
Declaration, which under the guise of reparations eradicates the distinction between 
private and public property, reintroduces the element of slave labor, amputates ter- 
ritory, compels migrations, and eliminates Germany*® as an industrial competitor. 
The same dispensation is contemplated for Japan. 

Students of international relations look with trepidation upon this artificial de- 


*LL.B., 1905, New York Law School; A.B., 1908, Ph.D., 1913, Columbia University; LL.D., 1925, 
University of Berlin, and 1935, University of Budapest. Professor of Law, Yale University. Author of 
numerous books on international law and domestic law. Contributor of numerous articles in American 
and European legal periodicals. 

* Speech of Mr. Clayton, reported in New York Times, April 12, 1946, p. 17. 

* International Trade Policy of the United States and the British Loan (1946) 14 Dep’r oF STATE 
Buti. 515, 520: “. . . if the loan [to Great Britain] is not granted she has no other alternative but to 
attempt to form such a bloc and to extend her trade and financial agreements with every other country 
who will negotiate with her. . . . 

“We would each have to use devices such as bilateral clearing agreements, exchange controls, cur- 
rency depreciation, tariff quotas, and the like. Neither Britain nor the United States wants this.” 

* Acheson, International Economic Cooperation: Necessity for the British Loan (1946) 14 Dep't oF 
Stare Buy. 511. 
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struction of economic values. The question remains whether that destruction can 
be compensated by the loans made on American credit by the American taxpayer and 
whether any more hopeful prospect is to be found in present conditions than pre- 
vailed after the so-called first World War. Although the writer disclaims any 
authority to speak as an economist, experience indicates that the restoration of inter- 
national trade, which implies the lifting of tariff barriers and other artificial and 
unilateral national methods, must operate coordinately and not disparately. In other 
words, if there is any serious intention to restore international trade, the attempt 
must be made on all fronts at approximately the same time. Otherwise, the effort 
becomes contradictory and is likely to fail. That is to say, it is insufficient to lend 
money which merely postpones the day of reckoning without effecting a funda- 
mental cure in the conditions which brought about the disease involved. 

_ Unless the peace treaties look to some recuperation of entire continents and 
particularly of great industrial areas, no amount of artificial aid can breathe life into 
a weakened system. UNO itself, based upon a theory that force can be used by 
certain powers to make peace prevail, is handicapped by the fact that incentives are 
furnished to the disinherited to resent the settlements made by the peace arrange- 
ments. In other words, the lifting of international trade barriers must be attacked 
on all fronts in a constructive way, and simultaneously, and not be handicapped by 
the fact that political arrangements make necessary the continuation of trade bar- 
riers. Under such circumstances loans become a stopgap only. Not only are they 
likely to be lost irrevocably, but the disease will be as acute after the loans are ex- 
hausted as it was before they were made. 

Some reference has been made to the peace treaties. Perhaps the writer can 
explain his meaning by the fact that peace treaties in the nineteenth and earlier cen- 
turies looked to a different object from the treaties now made. Indeed, one could say 
that the art of peace-making has become a lost art. In the nineteenth and earlier 
centuries the object of a treaty was rarely to eliminate the unsuccessful adversary, 
but while attempting to cure some of the evils which led to the war, to win back 
that adversary to the western system as soon as possible, leaving him with his means 
of livelihood and binding up the wounds of war as quickly as possible. The twen- 
tieth century, on the other hand, has seen two world wars in which passions were 
aroused beyond anything heretofore known. The result was that the object of the 
war became the subjugation of the enemy, so that he could never thereafter become 
a menace to the victorious powers. This has led to the destruction of industrial values 
and annihilation by bombardment from the air in a fashion unprecedented. It left 
in its train resentments and frustration which are hardly conducive to the hope that 
_ the spirit of peace can be restored to the hearts of men either in the countries of the 
vanquished or in the countries of the victors. 

Besides, we have for the first time in 1945-6 an important power which believes 
it finds advantage in the destruction of its competitors. There is, therefore, no uni- 
versal desire to reconstruct the devastated regions, but on the contrary an assumed 
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profit in the continued destruction of large areas. In the nineteenth century the eco- 
nomic system was accepted as valid, whereas today it is challenged by many countries 
under the leadership of Russia. This is a condition hardly conducive to the lifting 
of trade barriers. In addition, it may be observed that the docile condition of 
colonies can no longer be counted upon to maintain a fragile status quo. Asia is in 
revolt against its European masters and will probably throw off the yoke before the 
century is out. This creates new nationalisms which are hardly conducive to a 
dropping of trade barriers. Each country, as it reaches the stage of nationalism, 
seems likely to seek survival and the cultivation of the means deemed necessary to 
that end. 

We must, moreover, note another phenomenon which affects the prospects of 
lifting trade barriers. There has been a peculiar silence on the subversion of law 
during two world wars in which no large power remained a neutral so as to keep 
the belligerents within legal restraint. Grotius observed this deterioration in 1625 
during the Thirty Years’ War.‘ Belligerents in 1940 found it to their advantage, 
so they thought, to conduct the war on an unlimited scale without regard to the 
restraints exercised by law. As to each other the struggle reached so high a degree 
of lawlessness that not even the fear of reprisals restrained the belligerents in more 
than a minor degree. The writer leaves out of account completely the invention of 
the atom bomb with all its implications. 

The theory of united force against an “aggressor,” even if it is not seen on a 
wide scale, puts the fear of strangulation in every small country. The larger powers, 
the coercers themselves, are likely to maintain heavy armaments in order to fulfill 
their assumed duties as well as to protect themselves against each other. We are 
thus likely to conclude that Milton was right in suggesting that war breeds war, 
and far from witnessing that process of disarmament which should follow the 
elimination of a dangerous rival, we are witnessing a competition in armaments on 
a scale never before known. The abolition of neutrality alone eliminates the voice 
of law and reason in holding the belligerents within legal restraint and the assump- 
tion that a universal orgy will produce peace seems a contradiction in terms. Thus, 
by promoting force to a pinnacle never heretofore reached, the voice of law has 
become ever more silent. Were it not for the fact that the peaceful relations of states 
will continue from time to time to prevail and that they must conduct their relations 
according to a code many hundreds of years old, we might be led to the conclusion 
that international law itself has given way to force. There should be no doubt on 
the question that the force which is to constitute the governing rationale of inter- 
national conduct hereafter will be used by the great powers, if at all, to perpetuate 


“Said Grotius: “Throughout the Christian world I observed a lack of restraint in relation to war, 
such as even barbarous races should be ashamed of; I observed that men rush to arms for slight causes, 
or no cause at all, and that when arms have once been taken up there is no longer any respect for law, 
divine or human; it is as if, in accordance with a general decree, frenzy had openly been let loose for 
the committing of all crimes.” Grotius, De JureE BeLut ac Pacis (1625) proleg, 28, Crassics oF INTER- 
NATIONAL Law, No. 3, Vol. 2 (F. W. Kelsey, transl., London, 1925), p. 20. 
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their will and not the objective rule of law, which by inference no longer exists, 
Force used by nations has always heretofore been identified as war. Can it reason- 
ably be supposed that they will now use that force in the objective interests of peace? 


Il 


To make the subject concrete, the writer will deal with only one aspect of the 
economic problem facing the world. Rules of law that prevail in international law 
have been largely developed because of their economic foundation and because the 
interests of trade predominate over the interests of unrestrained force. If trade is to 
be developed on a large scale, foreign investments and foreign private property must 
have the protection of law. Otherwise, no foreign investments are likely to be made, 
at least from private sources. The confiscation of private property because of con- 
flict between nation and nation, is one of the most serious inroads upon the institu- 
tion of private property that could well be imagined. As long ago as the eighteenth 
century, when trade was still conducted in sailing ships and had not reached its 
present proportions, Alexander Hamilton wrote two of his Camiilus Letters in de- 
fense of Article 10 of the Jay Treaty of 1794. His argument against confiscation 
was so conclusive and classic that, while often repeated, it can truly be said that it 
has not been improved upon by others. He remarked:° 


“The right of holding or having property in a country always implies a duty on the 
part of its government to protect that property, and to secure to the owner the full enjoy- 
ment of it. Whenever, therefore, a government grants permission to foreigners to acquire 
property within its territories, or to bring and deposit it there, it tacitly promises 
protection and security... . 

“The property of a foreigner placed in another country, by permission of its laws, may 
justly be regarded as a deposit, of which the society is the trustee. How can it be recon- 
ciled with the idea of a trust, to take the property from its owner, when he has personally 
given no cause for the deprivation? . . . 

“There is no parity between the case of the persons and goods of enemies found in 
our country and that of the persons and goods of enemies found elsewhere. In the former 
there is a reliance upon our hospitality and justice; there is an express or implied safe 
conduct; the individuals and their property are in the custody of our faith; they have no 
power to resist our will; they can lawfully make no defence against our violence; they 
are deemed to owe a temporary allegiance; and for endeavoring resistance would be pun- 
ished as criminals, a character inconsistent with that of an enemy. To make them a prey 
is, therefore, to infringe every rule of generosity and equity; it is to add cowardice to 
treachery. ... 

“Moreover, the property of the foreigner within our country may be regarded as 
having paid a valuable consideration for its protection and exemption from forfeiture; 
that which is brought in commonly enriches the revenue by a duty of entry. All that is 
within our territory, whether acquired there or brought there, is liable to contributions to 
the treasury, in common with other similar property. Does there not result an obligation 
to protect that which contributes to the expense of its protection? Will justice sanction, 


®5 Works oF ALEXANDER HamiLton (Lodge’s ed. 1885-6) 414, 415, 416-418. See the extended 


quotations from Hamilton and the references to the treaties concluded by the United States in JoHN 
Bassett Moore, INTERNATIONAL LAW AND SOME CuRRENT ILLUSIONS (1924) 14 ef seq. 
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upon the breaking out of a war, the confiscation of a property, which, during peace, serves 
to augment the resources and nourish the prosperity of a state?” 


In his Camillus Letter XVIII, Mr. Hamilton stated :® 





“No powers of language at my command can express the abhorrence I feel at the idea 
of violating the property of individuals, which, in an authorized intercourse, in time of 
peace, has been confided to the faith of our Government and laws, on account of con- 
troversies between nation and nation. In my view, every moral and every political senti- 
ment unite to consign it to execration.” 


Some inroad upon the institution of private property was adumbrated in Article 
297 of the Treaty of Versailles. But that Article gave the nations only an option 
to confiscate of which some, unfortunately, took advantage. As the writer under- 
stands the Potsdam Declaration, it confers no option but purports to make the con- 
fiscation of private property in the enemy country and in the home country of the 
victor obligatory. Not only this, but the victors have imposed the obligation of 
surrendering private property upon the neutrals under threat of such sanctions, e.g., 
blacklists and “freezing” of assets, as they could impose on neutrals. If they are 
successful in this quest it will indicate that the neutrals no longer are sovereign 
states but mere appendages of the belligerent powers and function without regard 
to law under domination of the Great Powers. 

The rule that private property is immune from confiscation is established not 
only in modern international law,‘ and in the annex to Article IV of the Hague 
Convention, but is the product of a long historical process which realized that trade 
and confiscation were incompatible. Down to the eighteenth century confiscations 
occasionally occurred, but it was realized that trade could not go on under this dis- 
pensation. As early as 1215 Magna Charta had perceived that foreign merchants 
must be given protection for their property on a basis of reciprocity,® in the event 
of the outbreak of war. While this principle was not easy to adopt it became a more 
or less established practice after the Reformation and the origin of the state system 
in 1648. Napoleon was one of the last to use confiscation, although he did it spar- 
ingly. The nineteenth century had become completely convinced of the economic 
importance of preserving private property against all contingencies, even war. Such 
a rule stimulated the making of foreign investments, direct and indirect. 

During the last war there were some sacrificial sales made by the Alien Property 
Custodian and some effort was made to destroy the values in his possession. With 

® 5 Works oF ALEXANDER HaMILToN (Lodge’s ed. 1885-6) pp. 405-406. 

* Borchard, Enemy Private Property (1924) 18 Am. J. Int. L. 523. 

* Article 41 read: “All Merchants shall have safety and security in coming into England, and going 
out of England, and in staying and in traveling through Engand, as well by land as by water, to buy 
and sell, without any unjust exactions, according to ancient and right customs, excepting in the time 
of war, and if they be of a country at war against us: and if such are found in our land at the begin- 
ning of a war, they shall be apprehended without injury of their bodies and goods, until it be known 
to us, or to our Chief Justiciary, how the Merchants of our country are treated who are found in the 


country at war against us; and if ours be in safety there, the others shall be in safety in our land.” Boyp 
C. BARRINGTON, MaGNa CHARTA AND OTHER GREAT CHARTERS OF ENGLAND (1900) 239-240. i 
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reference to the confiscatory policy thus subtly reflected, John Bassett Moore has 
remarked:® 


“In the original statute the function of the alien property custodian was defined as 
that of a trustee. Subsequently, however, there came a special revelation, marvelously 
brilliant but perhaps not divinely inspired, of the staggering discovery that the foreign 
traders and manufacturers whose property had been taken over had made their invest- 
ments in the United States not from ordinary motives of profit but in pursuance of a 
hostile design, so stealthily pursued that it had never before been detected or even sus- 
pected, but so deadly in its effects that the American traders and manufacturers were even- 
tually to be engulfed in their own homes and the alien plotters left in grinning possession 
of the ground. Under the spell engendered by this agitating apparition, and its patriotic 
call to a retributive but profitable war on the malefactors’ property, substantial departures 
were made from the principle of trusteeship. . . . 

“The subject has also another aspect. During the past ten years the investments 
abroad by citizens of the United States have enormously increased, and the process has 
only begun. Considering the question, therefore, purely as one of selfish calculation, | 
venture to think it directly contrary to the interests of the United States to resuscitate the 
doctrine that enemy private property found in a country on the outbreak of war may be 
confiscated. Such a doctrine might even create a temptation. 

“But there is yet another and higher reason. The United States has an honorable past 
as well as an expedient future to consider. 

“Of all the illusions a people can cherish, the most extravagant and illogical is the 
supposition that, along with the progressive degradation of its standards of conduct, there 
is to go a progressive increase in respect for law and morality. Again may we remark 
that ‘there is no new thing under the sun.’ The world never will be rid of the problem 
of preserving its elementary virtues. Three hundred years ago Grotius declared that, as 
he who violated the laws of his country for the sake of some present advantage to himself, 
‘sapped the foundation of his own perpetual interest, and at the same time that of his 
posterity,’ so the people that ‘violated the laws of nature and nations’ broke down ‘the 
bulwarks of its future happiness and tranquillity.” 

“No less pertinent is the confession of Alexander Hamilton, made a century-and-a- 
quarter ago, that, serious as the evil of war had appeared to him to be, yet the manner 
in which it might be carried on was in his eyes ‘still more formidable.’ It was, said 
Hamilton, ‘to be feared that, in the fermentation of certain wild opinions, those wise, 
just, and temperate maxims, which will forever constitute the true security and felicity 
of a state, would be overruled,’ and that, one violation of justice succeeding another, 
measures would be adopted which even might ‘aggravate and embitter the ordinary calam- 
ities of foreign war.’” 


Yet in this war we find that standards of public morality have so far been re- 
duced that the Alien Property Custodian has authored a bill*® empowering the 
United States to confiscate the private property of Germans, Japanese, and possibly 
Italians in the Custodian’s possession. A hearing on this bill was held April 17, 


1946. 


* Moore, op. cit. supra note 5, at 22, 24-25; 6 CoLLECTED Papers oF JoHN BassETT Moore (1945) 
27, 28-29. 

2°. 1322, 79th Cong., 1st Sess. (1945): “A Bill to amend the Trading with the Enemy Act, as 
amended, and for other purposes.” 
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As against this confiscatory policy of the Alien Property Custodian, we may print 
two extracts from recent Secretaries of State. Said Secretary Hughes in his address 
at Philadelphia November 23, 1923: 


“A confiscatory policy strikes not only at the interest of particular individuals but at 
the foundations of international intercourse, for it is only on the basis of the security of 
property, validly possessed under the laws existing at the time of its acquisition, that the 
conduct of activities in helpful cooperation, is possible... . Rights acquired under its 
laws by citizens of another State, [a State] is under an international obligation appropri- 
ately to recognize. It is the policy of the United States to support these fundamental 
principles.” 


As recently as May 27, 1935, Secretary Hull stated in a letter to Senator Capper:’* 


“Such action would not be in keeping with international practice and would undoubt- 
edly subject this Government to severe criticism. Moreover, the confiscation of these 
private funds by this Government and their distribution to American nationals would 
react against the property interests (some very large) of American nationals in other 
countries. It would be an incentive to other governments to hold American private prop- 
erty to satisfy claims of their nationals against this Government and to pass upon such 
claims in their own way. It is important from my point of view, therefore, that the 
United States should not depart in any degree from its traditional attitude with respect 
to the sanctity of private property within our territory whether such property belongs to 
nationals of former enemy powers or to those of friendly powers. A departure from that 
policy and the taking over of such property, except for a public purpose and coupled 
with the assumption of liability to make just compensation, would be fraught with dis- 
astrous results.” 


If the conception is now to prevail that war is to be levied upon non-combatants, 
the so-called total war which excuses all lawlessness, the human race will have de- 
teriorated beyond redemption. We shall find its first evidence in the fact that for- 
eign investments will be made with great reluctance. And rarely will this be done 
by private bankers, who will not risk a long-term loan on such a precarious political 
position as now faces the world accompanied by the rule that confiscation is the 
penalty of belligerency. Possibly it is for that reason that we already find that such 
loans as are made are made from country to country, with all their political implica- 
tions and at the expense of the taxpayer. The whole economic system is disrupted 
at the source by discouraging foreign investment. That was one of the main rea- 
sons for the rule of immunity of private property. With the breaking of that rule 
the result is not likely to remain outstanding. 

It seems, therefore, unwise to expect the lifting of trade barriers on a wide scale 
and on any permanent footing so long as we make the underlying conditions diff- 
cult for trade. One of these conditions is the free flow of capital from country to 
country, and if the system of private enterprise has any validity whatever, from 
private reserves. The rule of confiscation invalidates at the source any hope for 


™ Borchard, op. cit. supra note 7, at 531. 
12 Borchard, Confiscations: Extraterritorial and Domestic (1937) 21 Am. J. Int. L. 680. 
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foreign private investment, and for that reason seems likely to frustrate our larger 
aims. 

This survey will have indicated that the lifting of trade barriers is associated with 
the lifting of all the other restrictions upon international trade, including the polit- 
ical, and that unless these measures have a constructive orientation, the result is 
likely to be one-sided, and eventually unsuccessful. To deal successfully with the 
subject, therefore, requires a re-examination of the methods used in recent years to 
safeguard private property. 


Ill 


From the table printed below'* the Bureau of Foreign and Domestic Commerce 
of the Department of Commerce calculated that in September, 1944, this country 
had abroad in direct investment $7.3 billions, and in indirect investments some $4 
billions. This was not, however, adequate to offset the foregin investments in the 
United States which, direct and indirect, amounted to some $12 billions, leaving on 
total balance a deficit of $1.2 billions. In other words, by reason of the extraordinary 
amount of Lend-Lease expenditures, very little of which will be repaid, the expend- 
iture of dollars abroad through our armed forces and the refugee capital which 
sought refuge in this country from the European holocaust, the United States, at 
least temporarily, has become a debtor nation again. That, however, is only an 
incident of the larger question of whether it seems likely that the American investor 
abroad will feel justified in making direct and indirect investments hereafter. From 
what has been said it will be concluded that the political risks attending a foreign 
investment are now so great that the national investor is likely to hesitate to make 
a foreign investment, direct or indirect. 

Some of these political handicaps warrant examination. Reference has already 
been made to the risk he runs of the confiscation of his property in the event this 
country goes to war, unfortunately an ever present possibility in the light of our new 
policy of intervention. We have observed the economic warfare which handicapped 
the trader during the 1930’s. The need of ending such warfare is recognized on 
every hand. Yet that warfare received impetus in the economic policies during and 


18 International Investment Position of the United States (in Billions of Dollars): 


U. S. Investment Abroad: Foreign Investment in U. S.: 
Dec. Sept. Dec. Sept. 
1939 1944 1939 1944 
Long-term investments: Long-term investments: 
Direct 7.0 7.3 Direct 2.0 2.2 
Foreign dollar bonds Bal ‘77 Pfd. and common stocks 
Miscellaneous private nr. 1.0 Corporate and gov’t bonds 7 
3. S. Government nr. 6 Miscellaneous 4.3 6 
Total long-term 10.8 10.6 Total long-term 6.3 6.2 
Short-term: Short-term: 
Private 0.3 Private 2.8 
Official 6 2 Official 3.3 3.3 
Total short-term 6 5 Total U. S. liabilities 9.6 12.3 
Total U. S. assets abroad 11.4 11.1 Net Investment Position: 
* Valued at par. On long-term account +4.5 +4.4 
** Market value. On short-term account —2.7 —5.6 
n.r. Not reported. Net position +1.8 —1.2 
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See Tremaine, U. S. Now a Debtor Nation—The Amazing Reversal in Our Inter 
Position (1945) 75 Mac. or Watt Sr. 78, 79. 
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following the war of 1914, and has been perpetuated in the doctrine of sanctions 
which is common to both Article 16 of the Treaty of Versailles and to the United 
Nations Organization. That warfare disclosed extraordinary ingenuity in devising 
trade barriers of all kinds which placed the foreign trader at the mercy of govern- 
ment policy. This unfair competition finally ended in full war, international and 
revolutionary. It is 2 misfortune that the danger of economic warfare seems to be 
continued in the principles of the Potsdam Declaration, not to speak of the threats 
inherent in the San Francisco Charter. 

And here we find that inconsistency to which attention has already been called. 
While exerting enormous efforts to lift from the world those shackles on interna- 
tional commerce which the 1930’s developed in such profusion, political arrange- 
ments are made which tend to stifle these efforts. To be sure, the political 
arrangements are not immutable, but no trade can advance without the restoration 
of a reasonable measure of confidence among the warring nations, a realization that 
the peoples of all nations must be allowed to eat and to live under conditions com- 
mensurate with their social advancement, a determination to suppress the instincts 
of vengeance and to avoid confusing retribution against governments with retribu- 
tion against private citizens, an appreciation that economic nationalism, promoted 
rather than retarded by the treaties of 1919, is out of harmony with current neces- 
sities for wider regional exchanges, a dissipation of the fear of political extinction 
or enslavement by the device of “enforcing” peace by some nations upon others. 
Merely to mention some of these underlying political necessities of an economic 
peace will indicate the magnitude of the problems facing the post-war world. 

More than trade itself, foreign investment is dependent on stable political condi- 
tions and the reign of law. Even in these hectic times people must eat and work 
if they can, so that some exchange of food and raw materials for the products of 
industry is bound to continue in the face of all handicaps. Not so with foreign 
investment and the migration of capital, which at the first sign of maltreatment is 
likely to dry up. And yet large areas of the world are unable to create out of their 
own resources that surplus wealth which would make dependence on foreign capital 
unnecessary. Particularly is this true of agricultural countries beginning an indus- 
trial development. It was true of the United States during the nineteenth century, 
when many American railroads and indvstries were largely dependent upon Euro- 
pean capital. Europe and Asia, since the war, hardly present inviting quarters for 
foreign investment. The nineteenth century, admittedly one of the most remark- 
able of all, had in many ways a better comprehension of the needs of the human 
being and of intelligent ways to meet those needs than the twentieth century seems 
to display. It was then realized that since the free flow of capital was indispensable 
to the exploration and exploitation of undeveloped areas, political and legal condi- 
tions must be created which, while naturally giving no assurance against economic 
risks, would nevertheless afford some security against political destruction. And if 
local law proved only an ostensible and not a real protection against arbitrariness, 








844 Law anp ConTEMPoRARY PRroBLEMS 


discrimination and denial of justice, international law came to the investor’s aid to 
assure him a measure of due process of law. Under such conditions the countries 
where capital accumulated and the countries that needed this capital both profited 
by the stability which brought the investment and the resulting trade. 

Governments at first took but little interest in the enterprise and made justifiable 
distinctions between contractual and economic risks taken with open eyes or neces- 
sarily incurred, and exceptional tortious or political risks against which the citizen 
could justifiably ask protection both locally and internationally. Even in such mat- 
ters as indirect or portfolio foreign investments, of which American citizens own 
about $4 billions, the custom has been not to interpose against unavoidable defaults, 
of which Americans have been the victims on a large scale, but to protect and sup- 
port the bondholders against bad faith, diversity of security or pledges, arbitrary 
repudiation or rank discrimination. 

Direct Investments Abroad by American Citizens. In the matter of direct invest- 
ments, the force of circumstances and enterprise has made American citizens the 
owners of about $7 billions worth in foreign countries, distributed among industries 
fostering communication and transportation, manufacturing, mining, agriculture and 
miscellaneous enterprises. About two-thirds of the total, as is the case with portfolio 
securities, is invested in the Western Hemisphere, much in Canada but most in 
Latin America. What Latin-American countries do is therefore of great importance 
to the whole institution of foreign investment and the major problems have arisen 
in that quarter. 

So widespread and common was the pre-war habit of having nationals or national 
capital abroad, that a great body of law has grown up around the practice, determin- 
ing the legal relation between the foreign element and the local government on the 
one hand, and the foreign element and its own government on the other hand. 
Finally, international law has established by precedent the relation between the two 
governments arising out of this investment. Without undertaking to analyze this 
complex of legal relations, it may be said that the alien is in principle subject to the 
local law and has no cause for international complaint unless he is discriminated 
against, unless the advantages of the local law are denied him, unless he is the vic- 
tim of an outrage, initiated or supported by the local government. The interna- 
tional law has something to say to control the divagations and illegalities of local 
law or adrninistration—but only in these exceptional cases of arbitrariness, however 
disguised, which expose the foreigner to discriminatory or intentional mistreatment. 
The practice is now so definitely controlled by law that the Latin-American nations 
have little, if anything, to fear from its application by arbitral tribunals or Foreign 
Offices; if there have been in the nineteenth century occasions when forceful inter- 
vention has made them perform obligations against their wills, the shoe is now 
distinctly on the other foot. Too many of them desire the advantages of foreign 
capital, without assuming corresponding responsibilities. 

Legal Implications of Non-Intervention Policy. There is at the moment an in- 
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tellectual controversy between a small Latin group that maintains that Secretary 
Hull, in signing treaties at Montevideo and Buenos Aires providing for non- 
intervention by one country in the affairs of another on this continent, and provid- 
ing that the foreigner may never claim better treatment than the national, has aban- 
doned the right of diplomatic interposition on behalf of injured American citizens. 
This answer was made by Mexico in contesting the American notes of 1938, protest- 
ing against the confiscation of agricultural lands by giving the owners practically 
worthless bonds and later only a receipt. Secretary Hull’s reply was that the treaty 
of Montevideo did not expose foreigners to the risk of arbitrary mistreatment, what- 
ever nationals might have to suffer. The confiscation was settled by a compromise 
payment by Mexico extending over a period of years, without admitting, however, 
that any international wrong had been committed. This matter may come back to 
plague us.’* 

Nationalization Movement in Latin America. We have witnessed in recent 
years the effort of certain Latin-American countries to take over large foreign-owned 
properties on one excuse or another, as an alleged penalty for failure to observe the 
local law, for alleged defect of title, for alleged breach of contract, for alleged superi- 
ority of the public need. Unless such expropriations are closely controlled and 
checked by the utmost good faith, they are likely to lead to complete loss of confi- 
dence, the withdrawal where possible of foreign investments, and political conse- 
quences of an unpleasant character. It is a nice and often difficult question to 
determine how far retroactive laws challenging vested rights can be sustained in 
international law. But when the country of the investor finds itself unwilling for 
political reasons to insist upon the rule of law, and thus condones a local disrespect 
for the rights of foreigners, this conflict between politics and law necessarily im- 
pairs the security of foreign investment. If private investment is thus discouraged 
and public funds are sought from or advanced by a foreign country, the borrower 
may be inviting what in time may become a new imperialism. The local state is in 
no danger from private capital; the acceptance of foreign government capital may 
have political effects.’® 


It is not necessary now to examine the local obligations which the foreign in- 
vestor incurs. At one time it was thought that the combination of foreign cap- 


14 Cf. Freeman, Recent Aspects of the Calvo Doctrine and the Challenge to International Law (1946) 
40 Am. J. Int. L. 121. 

**The last paragraph of the minority report on the bill to increase the lending authority of the 
Export-Import Bank, Sen. Rep. 2005, 76th Cong., 3rd Sess. (Aug. 6, 1940) reads as follows: 

“6. We wish to make clear that we approve Secretary Hull’s sincere and effective policy of promoting 
friendship with South American countries, a united military front, and a united opposition to totalitarian 
government, but we say that the lending of money to those countries is not an essential part of that 
policy or an advisable part of that policy. We say that it is futile, wasteful, and unwise; that it will 
seriously injure and not assist, the producers of South America and the farmers of North America. If 
the only way we can maintain a good-neighbor policy is by lending our neighbors money, then the 
whole structure is based on sand and will be washed away the moment the loans stop. We know as 
individuals that the poorest way to make a man a good neighbor is to lend him money. It is far more 
likely to make him your enemy for life. The same result has come in the past from international loans 
and is bound to come in the future.” 
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ital and technical skill with local labor, exploiting natural resources or industry, 
brought an advantage to the country, which it usually recognized by law and by 
contract. Now, in these new days, there seems to be an impression that the foreigner 
must go beyond the law or his contract and supply public welfare institutions for 
the workers or for the local population which the state may fail to provide. As a 
matter of fact, large-scale enterprises have been philanthropic and far-sighted and 
have voluntarily undertaken to promote the social welfare and medical care of their 
employees and their families, and build even public works, often beyond the require- 
ments of the labor law or their contract. But if it should come to be the practice that 
foreigners must submit to ever increasing burdens and impositions limited only by 
local political discretion, then foreign investment will become a snare and a trap for 
the unwary. Economic nationalism in Latin America has already made foreign 
investment in many respects precarious; if continued, those countries may kill the 
goose that laid the golden egg and expose themselves to new forms of political 
imperialism. 

Apart from tax discriminations, now largely alleviated by local law or by treaty, 
the most subtle ways of making the owner of a direct foreign investment uncom- 
fortable is to compel him to comply with the local labor laws under penalty of 
expropriation. These labor laws are allegedly designed to promote the interests of 
the working man, and at the same time to cut down the privileges of foreign capital. 
They therefore meet with considerable approval at home, but since only large com- 
panies can run the risk, they are likely either to dry up foreign investment or to shut 
off the flow of foreign capital. Under the guise of labor laws, foreign enterprises 
are obliged to take over a large part of the social welfare obligations which normally 
fall upon the state. In general they must train natives to operate the industries, and 
afford the local working man a large measure of recreation, medical care for families 
and other obligations designed to afford the working man a high standard of living. 
Since only the few can bear these burdens, private foreign investment is likely to 
drift into the hands of large corporations, who alone can bear the risk. If the for- 
eign corporation finds the conditions intolerable, it is tempted to withdraw its invest- 
ment. This may be done for it by expropriation or inhospitality so great that it 
voluntarily withdraws or refrains from further investment. In Mexico, in the case 
of the oil properties, the local law was largely set aside to accomplish an industrial 
expropriation which fortunately for Mexico acquired the advantage of the European 
war to prevent open foreign intervention or arbitration. The local country can 
thus gain immense profits out of hand, but it is questionable how far such methods 
nullify that confidence which is necessary to obtain capital. There is some reason 
to believe that Mexico regrets the expropriation it undertook some ten years ago. 
If other countries are minded to follow Mexico’s example, they are likely to encoun- 
ter open intervention from foreign countries. Foreign capital is easy to frighten off 
by arbitrary action. 

Calvo Clause. Partly in order to avoid foreign intervention, the countries of 
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Latin America have by contract, statute, constitution, and treaty adopted a provision 
by which resort must be had to the local courts and diplomatic intervention fore- 
sworn, as a condition of doing local business. While this first applied only to rev- 
olutionary damages, designed to avoid discrimination in favor of the foreigner, it has 
been extended to all business relations. Most Foreign Offices probably take the view 
that the clause merely incorporates international law into the transaction and does 
not foreclose diplomatic interposition in the event of a denial of justice. The cases 
are almost equally divided. But the signature of the clause induced the Mexican 
arbitral tribunal in the North American Dredging Company case and in the Mex- 
ican Union Railway case, to conclude that the clause had some value in that the 
signatory corporation must at least try to avail itself of local remedies as the condition 
of an international claim, even though the protocol of agreement excludes the neces- 
sity of resort to local remedies as a normal condition of an international claim. 
Whether the South American countries have gained much by insistence upon the 
clause is a debatable question. 

The devices employed to make foreign capital uncomfortable must, in the inter- 
ests of local industry, not be carried to excess; otherwise, private investment is likely 
to cease. It cannot afford to run the political risks which capital-hungry countries 
are likely to place upon it. 
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